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@ KERR-McGEE CORPORATION 2003 ANNUAL REPORT 75 YEARS
- Kerr-McGee begins its 75th anniversary

year as a leader in the deepwater oil and gas industry
and one of the world’s top producers of titanium
dioxide pigment. The company’s tradition of
innovation was inspired by twe visionary leaders:
Robert §. Kerr, who co-founded the company in

. 1929, and Dean A. McGee, who guided its operations
: for more than 40 years. In 1947, the small Oklahoma
; company made history by drilling the first successful
: | well out of sight of land. The bold venture in the Gulf

of Mexico launched the modern offshore industry.
Today, Kerr-McGee is pioneering the use of efficient
spar platforms that open additional deepwater
fields to economical development.

3
» Rolert S, Kerr
e 1896 -1963
?i
) The truss spar hull for the Gunnison field
w3En A, Vckee travels to the Gulf of Mexico in 2003 on a
1904 -198%9 heavy-transport vessel to join Kerr-McGee's

fleet of innovative deepwater platforms.




to our sharehoiders

EE For Kerr-McGee, 2003 was a pivotal year that presented numerous challenges and opportunities.
I am pleased to report that we met those challenges and seized opportunities, making good on our com-

mitment to return to profitable growth. Achievements that made 2003 a success include:

Cranes prepare to ! ! .
set the deck of the O Delivered consistent operating performance
Kerr-VicGee Global O Achieved renewed exploration success,
= Producer Vi atop the replacing production via the drill bit
Aoating truss spar hull O Controlled cost structure
: at Gunnison. The PN :
4 field came on stream O Generated $1.5 billion in operating cash flow
= ahead of schedule O Enhanced exploratory prospect portfolio
and within budget in O Divested or closed low-performing assets
- December 2003. O Increased returns on equity and capital
= O Executed on major capital projects
= O Reduced leverage
""" These accomplishments, coupled with rising
oil and gas prices, helped drive 2 9.3% total 2003
: return for our shareholders, including a cash divi-
dend of $1.80 per share. But I believe that we can and will do even better.
As one of the world’s premier deepwater independent exploration and production companies and
- the world’s third-largest producer of titanium dioxide pigment, we have a solid foundation for capitalizing
on our cost, quality and technological advantages to profitably grow.
- Today, our oil and gas operations represent about 70% of our assets and include proved reserves
- of more than 1 billion barrels of oil equivalent (BOE). With projected 2004 daily production of 260,000
. BOE, our reserve life exceeds 10 years.
e A focal point is the deepwater Gulf of Mexico, which now represents nearly 30% of our reserves and
‘ 35% of daily production. Our record of success in deepwater exploration and development during the
past decade has established Kerr-McGee as a deepwater leader among its peers. We believe this area offers
B the most meaningful near-term exploratory growth opportunities for our company.
- New deepwater volumes are coming on line this year as production ramps up at our newest field,
M'J . . .. . . .
= Gunnison, and initial production is achieved from the Red Hawk field. These operated fields, developed
1 with spar technology pioneered by Kerr-McGee, add value to our expanding infrastructure in the

deepwater gulf.

Development of our 100%-owned Constitution field, approved earlier this year, will create our sixth
operating hub in the deepwater gulf and will further increase production volumes beginning in 2006.
The success of Constitution, with estimated proved and probable reserves of more than 110 million BOE,
validates our premise that deep water provides the greatest exploration growth opportunities for Kerr-
McGee. We intend to capitalize on this expertise in other hydrocarbon basins around the globe.

We balance our deepwater strategy with an active, lower-risk program in our onshore and shelf
] regions of the United States and selected areas of the North Sea. Our assets are highly concentrated in

y core operating areas that deliver stable, free cash flow. We use technology to extract additional volumes
from mature fields.

Kerr-McGee has a large inventory of proven, quality exploitation projects in core operating areas.

Our expertise and infrastructure in these areas enable us to create additional opportunities for adding

value through exploration and acquisitions.

2 Kerr-McGee Corporation 2003 Annual Report




We will continue 1o seek new ventures around the globe that offer the potential to capitalize on our
experience. The most recent result of these efforts is a project in China’s Bohai Bay, where we are develop-
ing another core operating area with expansion potential. We expect initial production late this year and
are evaluating recent discoveries that could enhance the value of the infrastructure we are creating.

In our titanium dioxide business, production facilities on three continents and market-leading pigment
grades allow us to target a variety of end-use applications in the fastest-growing geographic markets.

We have established a strong commercial and technical support system that complements the production

network available to our customers. Our continued investment in technology is enhancing production

capabilities, lowering our cost structure and improving our product performance. These factors, along
with our proprietary chloride technology and low-cost plant expansion opportunities, position Kerr- |
McGee to capitalize on an improving worldwide market for titanium dioxide. [

As a producer of commodity products, we focus on our cost structure to ensure that we remain
competitive and retain the ability to reinvest throughout the cycles of our businesses. We will continue to
exercise financial discipline in all aspects of our company. We have reduced our 2004 capital and explo-
ration budgets, concentrating on truly value-adding projects, not just growth for the sake of growth.

We are committed to reduce debt by more than $550 million this year to move closer to our goal of a
net debrt to capital ratio below 50%. By hedging a significant portion of our 2004 oil and gas production
volumes, we are confident we will achieve this goal, generate consistent returns and adequately fund our

value-adding capital programs.

A commitment to corporate responsibility underpins our business strategies and operating policies.
As a global company, we comply with the laws and regulations of the countries in which we operate. I
We apply responsible safety and environmental standards to identify, reduce and
manage the risks related to our operations.

Kerr-McGee's highly skilled and dedicated employees drive our success.
They are focused on increased productivity and continuous improvement.
We encourage career development, and we foster a sense of teamwork
within our global operations to optimize the creativity and rich diversity

of our work force. Wherever we operate, we strive to be good neighbors,

as a company and as individuals.

In this, our 75th year, we take pride in achievements that continue our - o
company’s remarkable history, and we remain committed to our tradition - -

of innovation. I believe we have the assets, the opportunities and the people

to continue to profitably grow Kerr-McGee this year and in the future.

~ERCx

Luke R. Corbett
Chairman and Chief
Executive Officer

March 2004
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STRATEGY

[ Focus on deepwater
exploration as primary
growth engine

3 Balance exploration
program with new-field
wildcats and satellite
opportunities of low to
moderate risk

3 Focus international and
new-venture exploration
primarily on proven hydro-
carbon basins

0 Complement explo-
ration with low-risk field
exploitation in existing
core areas

[JPursue tactical
acquisitions in core areas
10 add value through
expertise or infrastructure

We're proud of our early start at Gunnison

6 Kerr-McGee Corporation 2003 Annual Report

From North America to the North Sea to China, Kerr-McGee is creating value by finding, developing and
producing ol and gas reserves. The focus is on activities in which the company has a competitive advantage.

The success of major projects in the Guif of Mexico demonstrated again in 2003 that expertise and
smart use of new technology make Kerr-McGee one of the most efficient deepwater explorers and operators.

Innovative spar production systems and a hub-and-spoke approach to field development improve

the economics of the company’s projects. The Kerr-MecGee Global Producer VI,

With deepwater production of 30 million barrels of oil equiva- Kerr-McGee's fourth spar platform
. in the deepwater Gulf of Mexico,
lent (BOE) in 2003, Kerr-McGee was the largest producer among began progessing production from
: : ; i ine i the Gunnison field ahead of schedule
independent exploration and production companies operating in in December 2003,
the deepwater gulf.

The company focuses on deepwater exploration as the primary growth engine for its oil and gas busi-
ness. Kerr-McGee’s portfolio of exploratory acreage balances high-risk, high-reward new-field wildcat
plays with low- to moderate-risk satellite prospects near existing deepwater platforms. This allows the
company to capitalize on its expertise and infrastructure in the deepwater Gulf of Mexico.

In addition, Kerr-McGee’s international and new-venture program is aimed at proven, world-class

hydrocarbon areas, such as Alaska’s North Slope basin and Brazil's Campos basin, and is balanced with

other high-risk, high-reward opportunities in frontier basins.

ﬂ@@d U

“In our business, time is value.

Our deepwater team isamong the s
industry’s best in using new technolo =
to develop fields quickly and efﬁcient%)f, f

and look forward to our next deepwater T paell Hollek
milestone — start of production from Red —  Vioe President, Gulfof
. b) »
Hawk with the world’s first cell spar. - = w  Deepwater Operations
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Exploration is complemented by the low-risk exploitation of existing core areas onshore United
States, on the Gulf of Mexico shelf and in the North Sea. These areas provide a stable, highly profitable
production base with potential for meaningful reserve additions.

Kerr-McGee supplements its exploration and production program with tactical acquisitions in core

E areas. The focus is on opportunities that allow the company to capitalize on knowledge of the area or use
b of existing infrastructure to add value to the acquired assets. (

i ; 4 ration pr rovi niti e

= Kerr-McGee drills The 2004 exploration program provides opportunities to apply :

in Alaska’s profific | the outstandin logical, geophysical and drilling expertise of Kerr- 3
North Slope basinin | - g geological, geophys gexp e ;

:: early 2004, | McGee’s oil and gas group. The company plans 45 to 55 wells in five it
E countries, including 12 to 15 deepwater wells in the Gulf of Mexico «-ﬂ?’

5 and international basins.
4 During 2003, renewed drilling success more than replaced the

year’s worldwide oil and gas production of 99 million BOE. Supple-

mented by tactical acquisitions, total reserve additions were equal to
135% of production.

Reserves generated by the drill bit were added in the deepwater
Gulf of Mexico, onshore United States, the North Sea and China. At year-end, reserves of more than
1 billion BOE were 48% oil and 52% natural gas.

3 Gunnison continues company’s success in deepwater Gulf of Mexico

| The Gunnison project in the Gulf of Mexico continues the company’s string of deepwater successes.
: The field achieved first production in December 2003, nearly two months ahead of schedule and within
“ budget. Daily production is expected to peak at 30,000 barrels of oil and 180 million cubic feet of gas

J by year-end 2004.
; Located in 3,150 feet of water, Gunnison was developed with Kerr-McGee’s third truss spar platform,

: an improved version of the original production spar introduced in 1997 at the company’s Neptune field.
4 The Nansen and Boomvang fields prove the success of the hub-and-spoke approach to field develop-
ment in areas where the company holds multiple blocks. Developed with the world’s first truss spar plat-
forms, these deepwater fields came on stream in 2002. Successful exploratory and development drilling
on nearby blocks has further increased reserves and the value of the projects.

The world’s first cell spar is joining the Kerr-McGee fleet in 2004 at the Red Hawk field on Garden
Banks block 877. The company operates Red Hawk with a 50% interest. At 5,300 feet, che water depth
is the greatest yet for a Kerr-McGee project. Production is expected to start in mid-2004 and quickly
peak at 120 million cubic feet of gas per day.

3 Formed of tubes 20 feet in diameter, the cell spar is smaller than its predecessors and also is the first
deepwater spar hull fabricated in a U.S. yard. Its lower cost allows economical development of smaller
fields with stand-alone platforms.

Fabrication of Kerr-McGee’s fourth truss spar platform is under way for Constitution (KM 100%),
asignificant new field in 5,000 feet of water on Green Canyon blocks 679 and 680. Constitution is
- expected to start production in mid-2006 and reach peak rates of 40,000 barrels of oil and 75 million
cubic feet of gas per day in 2007.

Once the spar for Constitution has been installed, Kerr-McGee will be operating six spar platforms

in the Gulf of Mexico. Three of these represent industry “firsts.”

8 Kerr-McGee Corporation 2003 Annual Report




Exploration and Production

(Millions of doflars, except per-unit amounts) 2003 2002
Revenues $2,923 $2,450
Operating profit (loss)!" $1,002 $ (140)
Net operating profit (oss)” $ 629 $ (270)
Net production of crude oil and condensate

(thousands of barrels per day) 150 191
Average realized price of crude oil sold (per barrel) $26.04 $22.04
Natural gas sales (millions of cubic feet per day) 728 760
Average realized price of natural gas sold (per thousand cubic feet) $ 4.37 $ 295

DThe 2003 operating profic includes $3 million in pretax gains ($1 million after taxes) related to gains associated with assets held for
sale, net of charges related to asset impairments, work-force reduction provisions and other costs. The 2002 operating loss includes
$835 million in pretax charges ($568 million after taxes) related to asset impairments, environmental provisions and other costs.

The world’s first cell
spar - the Kerr-McGee
Global Producer X ~
will extend the compa-
ny’'s deepwater reach.
The hull (left) is formed
of six hollow tubes, or
cells, wrapped around

a seventh center tube.
The deck (above) will
be set after the hull
is anchored in 5,300 feet
of water over the Red
Hawk field in the Gulf
of Mexico.
. i i ; RESERVES AT
In the eastern gulf, Kerr-McGee is evaluating development of its Merganser and Vortex natural gas YEAR-END 2003
discoveries in 6,000 to 8,000 feet of water in the Arwater Valley area. Several other companies also have 1 billion BOE
discoveries in the area. Kerr-McGee and the other operators are considering a single host China
e . 4%
facility that would create a new operating hub. -
Exploration and field exploitation also continue on the gulf’s shelf, where Kerr- f ~— Gulf of Mexico
McGee has extensive infrastructure. Recent projects include subsea wells in the . B
Garden Banks and East Cameron areas, tied back to an existing platform. 7% North Sea
The company has acreage for growth in the gulf. At the start of 2004, ics
leaseholdings totaled 689 blocks with interests averaging 56%. Abourt 480 of ‘;r__" U.S. Onshore
these blocks are located in water more than 1,000 feet deep. . %

Kerr-McGee Corporation 2003 Annual Report 8




MAJOR PRCDUCING
OfL AND GAS FIELDS

(Kerr-McGee interest,
location and gross daily
production in 2003)

GULF OF MEXICO
Baldpate (50%)
Garden Banks 260 area
20,100 b/d, 40 MMcf/d

Boomvang (30%)*
East Breaks 642, 643, 638
33,200 b/d, 158 MMcf/d

Conger (25%)
Garden Banks 215
28,500 b/d, 90 MMcf/d

Gunnison (50%)"

Garden Banks 667, 668, 669
3,600 b/d, 125 MMcfid

at year-end (first production
Déc. 11, 2003)

Nansen (509)*

East Breaks 602, 646
26,000 b/d, 140 MMcf/d
Navajo (50%)~

East Breaks 690

4,200 b/d, 47 MMcfid

Neptune (50%)*
Viosca Knoll 826 area
14,000 b/d, 23 MMcf/d

Pompano (25%)
Viosca Knoll 989 area
23,500 b/d, 55 MMct/d

U.S. ONSHORE
Flores/ Jeffress (80%)*
Starr and Hidalgo
counties, Texas

59 MMcf/d

Wattenberg (94%)*
Weld and Adams
counties, Colorado
11,000 b/d, 196 MMcf/d

NORTH SEA

Brae area {5%-8%)
Blocks 16/2a, 16/3a,
16/3b, 16/3¢, 16/7a, 16/7b
42,000 b/d, 423 MMcf/d

Buckland (33.3%)
Block 9/18a
11,500 b/d, 12 MMcf/d

Gryphon (86.5%)*
Blocks 9/18z, 9/18b, 9/23a
8,400 b/d

Harding (30%)
Block 9/23b
48,900 b/d

Janice (75.3%)*
Block 30/17a
12,100 b/d

Leadon (100%)*
Blocks 9/14a, 9/14b
10,700 b/d
Maclure (33.3%)
Block 9/19

8,900 b/d

Skene (33.3%)

Block 9/19

6,500 b/d, 135 MMcf/d
Tullich (100%)*

Block 9/23a

12,100 b/d, 9 MMcf/d
Wytch Farm (7.4%)
Licenses PL0O89, PL259;

blocks 98/6, 98/7
42,800 b/d

b/d: barrels of oil per day
MMcfld: million cubic feet of
gas per day

* Operated by Kerr-MeGee

i
i
!
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U.S. onshore projecis target natural gas

Onshore in the United States, Kerr-McGee’s exploration and field exploitation programs target
natural gas to help meet strong domestic demand. Use of 3-D seismic surveys, new well-stimulation
techniques and creative collaboration with service companies enable the company to extract additional
production from mature flelds.

About a third of Kerr-McGee’s worldwide 2003 natural gas production flowed from tight sands in
Colorado and South Texas. These unconventional reservoirs consist of harder, less permeable rock for-
mations than conventional fields burt are long-lived and generate predictable cash flow at low unit cost.

In Colorado’s Wattenberg field, Kerr-McGee operates more than 3,100 wells and a 1,600-mile
gathering system. Production techniques include infill drilling, fracture stimulation, well deepenings -
and recompletions.

In South Texas, Kert-McGee continued the successful exploitation of matute fields. To capitalize on
its tight-sands expertise, the company acquired interest in Rincon, a field located near existing Kerr-McGee
operations. Development drilling in 2004 will further exploit Rincon’s potential.

Strong demand and prices for natural gas provide incentives to explore for reserves in unconventional
plays. During 2003, Kerr-McGee drilled in tight sands in Wyoming’s Wind River basin and in the

Niobrara Chalk formation in northeastern Colorado.

1% China

Evaluation of results was under way at year-end.

North Sea continues to offer opportunities U.S. Onshore

Kerr-McGee continues to find meaningful oppor-

tunities for creating value in the United Kingdom | Gulf of Mexico

sector of the North Sea, where the company is one \
of the most active independent operators. Considered \ . North Sea
a mature oil and gas province, the North Sea was the N 82%

2003 OIL AND GAS PRODUCTION
99 million BOE

source of 48% of Kerr-McGees 2003 oil and conden-
sate production.

The focus is on enhancing production through
exploration, tactical acquisitions and profitable use of
existing infrastructure in the central North Sea. A six-well exploration and appraisal program launched in
2003 resulted in four successful wells, and their development potential ts under review.

The company acquired additional acreage in the central North Sea during the year and continues
to look for opportunities to acquire acreage held by others that has seen litde activity in recent years.

Kerr-McGee also increased its interest in the Gryphon field, which marked 10 years of consistent,
profitable operation in 2003. In February 2004, the Gryphon facility reached another milestone: produc-
tion of 100 million barrels of oil.

Daily production volumes increased after two neighboring fields — Tullich and Maclure - were tied
back to the Gryphon FPSO in 2002. Additional drilling is planned in this area.

Bohai Bay development on schedule for first oil in 2004

On the other side of the globe, Kerr-McGee is developing a new operating area in China’s Bohai Bay
in close partnership with CNOOC.

Production from the CFD 11-1 and CFD 11-2 fields on block 04/36 is expected to begin by late
2004 and peak at abour 40,000 to 45,000 barrels of oil per day in 2005. Kerr-McGee is the operator

with 40% interest.

10 Kerr-McGee Corporation 2003 Annual Report




The initial hub-and-spoke development in 75 feet of water will use an FPSO facility and two
fixed platforms for dry wellheads. This approach will allow quick, economical development of
future discoveries. The FPSO will have capacity to process up to 80,000 barrels of oil per day
and store 1 million barrels for offloading to shuttle tankers.

With two discoveries made in 2003, the company now is evaluating development
options for five satellice fields.

Drilling plans for 2004 include
two prospects on block 09/18.

Following execution of a pro-
duction-sharing contract for block
09/06 in 2003, Kerr-McGee now
operates four adjoining blocks
totaling approximately 1.7 million
gross acres in Bohai Bay.
Employees, contractors

share responsibility for safety, - ' < SO
environment ‘ -

Kerr-McGee strives to execute : : -

projects that set industry standards. This requires a worldwide team focused on delivering top-quartile
results in all areas. Every employee is expected to support the company’s programs and to take individual
responsibility for safety, environmental protection and regulatory compliance.

Contractors and vendors are expected to meet the same high standards as employees. To ensure
clear understanding of safety and environmental expectations, the oil and gas group holds mandatory
meetings for representatives of those who sign contracts with Kerr-McGee. One of the positive results
was contractors best-ever safety performance during 2003 in the company’s highest-activity region,
the Gulf of Mexico.

The success of the day-to-day efforts of employees and contractors also is reflected in outstanding
environmental performance. In 2003, the company received a Continuing Excellence Award from the
U.S. Environmental Protection Agency for ongoing support of the Natural Gas STAR program and con-
tinued commitment to finding and implementing new emission-reduction opportunities.

Top performance in the protection of people and the environment opens new business opportunities
in the global oil and gas industry by enhancing Kerr-McGee’s reputation as a premier operator and envi-

ronmental steward.

The Kerr-McGee Global
Producer Vill sails from
dry dock at the Dalian
New Shipyard in China
to the yard’s dock for
final outfitting, In May,
the 909-foot floating
production, storage
and offloading vessel

is scheduled to sail
away for the company’s
new development in
Bohai Bay, where it

will process oil from
the CFD 11-1 and CFD
11-2 fields. The project
is on track for first pro-
duction in late 2004.

Kerr-McGee Corporation 2003 Annual Repore 14




STRATEGY

[ Target high-growth
customers and market
regions

O Maintain geographic
diversification

O Leverage technology

1o gain operating
efﬂgciencies

[J Enhance customer
and product focus

O Implement plant
upgrades to support future
low-cost expansions

O Exit noncore
businesses

[ Commercialize
AVESTOR technology

chemicals

“The fast growth in the Asia-Pacific
region is Opening exciting opportunities
for global producers. We intend to capitalize
on our strengths and product portfolio to
gain market share for our TRO

titanium dioxide pi%ment, es ecially

i
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Kerr-McGee's titanium dioxide pigment brightens and whitens many products people use daily in
much of the world. With customers in about 100 countries and plants on three continents, the company is
the third-largest producer and marketer of this white pigment used in paint, coatings, plastics, paper and
many other products. No other pigment delivers performance comparable to that of titanium dioxide.

Titanium dioxide pigment demand reflects overall economic activicy. Negative factors that impacted
pigment markets during 2003 include the war in Iraq, near-recessionary conditions in Europe, and the
effect of the SARS epidemic on economic conditions in Asia. The result was a slight decrease in global
pigment consumption. Kerr-McGee anticipates an upward trend in 2004 and 2005, with pigment demand
rising as economic growth improves in major markets.

Low-cost expansion of Kerr-McGee plants during 2003 increased gross pigment production capacity
by 10%, positioning the company to benefit from improving market trends.

North America and Europe continue to be the largest pigment markets, but the Asia-Pacific region -
led by China - is growing at the fastest rate. Kerr-McGee is actively participating in the region’s emerging
growth markets.

The regional and multinational customers who use Kerr-McGee’s TRONOX® pigments for coatings
and plastics value the company’s high-performance grades and its ability to supply these products from plants
in different geographic locations. The high quality of Kerr-McGee's products meets the requirements of a
wide variety of customers, opening doors to growth opportunities.

Kerr-McGee is one of only five titanium dioxide producers with proprietary chloride technology, one
of the two processes used to make pigment. Most of the growth in demand is occurring in the chloride
segment of the market. The chloride process produces pigments with superior brightness and durability
propetties preferred by many manufacturers of paint, coatings and plastics. Chloride-process plants represent
76% of the company’s gross capacity. Its two sulfate-process plants, which account for the remaining 24%,

serve regional demand and specialty-application markets. g

. Tony Tan
. Regional Sales Manager,
- China-Southeast Asia

OX

astics industry.’

in the p




Expansion and process upgrades continue at pigment plants §
Technology is driving the plant expansions, modifications and upgrades that will improve future
margins. During 2003, the company added 59,000 tonnes per year of chloride-process capacity at about
one-fourth the cost of a typical plant expansion.
Modifications in process technology during the past two years allow use of a greater variery of feed-
stocks. This flexibility opened new options for supply chain initiatives aimed at procuring ores at lower

cost. As a result, the company closed its synthetic rudle plant in the United States in 2003.

Operator Chris Floyd
A major project with excellent potential for future low-cost plant expansions was the conversion of a aligns valves at the
new high-productivity
line at the Savannah plant in the United States to a high-productivity oxidation line. The new technologyis | oxidation line installed
. N . Lo ) in 2003 at the Savannah
expected to increase the line’s throughput by as much as 75%, thereby reducing capital intensity and oper- pigment plant in the

United States. This

ating costs. Over time, Kerr-McGee expects to convert lines at other locations, making the high-produc- technology is expected

tivity system the standard technology for Kerr-McGee's chloride-process plants. ;‘; ;;gg;‘;gg’r‘ggﬁg”
The 2003 plant expansions and upgrades increased chloride-process production capacity for high- operating costs.

performance coatings and plas-
tics grades at the Savannah and
Hamilton plants in the United
States and enabled the Bodlek
plantin the Netherlands to start
production of CR-826.
Throughout the company’s

worldwide operations, teams

dedicated to continuous improve-

menc and creative solutions are

finding new ways to optimize

asset utilization and reduce costs.

L Wy -~
| (L -S20

Vo v 0
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One example is the use of extra capacity to “finish” pigment, the
last step in the production process. With teamwork and meticu-
lous process and quality controls, raw pigment from the Botlek
plant is now being finished at the Uerdingen plant in Germany.

Likewise, raw pigment from Savannah is being finished at Hamilton.

' High-performance pigment grades serve customer needs

Kerr-McGee’s newer, high-performance grades account for an

ST O increasing portion of total sales, The CR-826 universal grade
L X=04£0

I
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Chemicals

“““

| (Miltions of dollars) 2003 2002
i | Revenues — Pigment $1,079 $ 995
Other 183 201
: Total $1,262 $1,196
Operating profit (loss)™ — Pigment $ (13) $ 24
Other (35) (23)
% Toral $ (48) $§ 1
______ Net operating profit (loss)~  Pigment $ (4) $ 13
Other (23) {15)
Toral ’ $ (27) 5 O
= Titanjum dioxide pigment production
- Margie Pierce, opera- {thousands of tonnes) 532 508
tions technician at the (DThe 2003 operating loss includes $98 million in pretax charges ($63 million after taxes) related to plant shurdown costs, work-
Hamilton plant in the force reduction provisions, environmental provisions and other costs. The 2002 operaring profit includes $34 million in pretax
. United States, loads charges (823 million after taxes) related to provisions for exiting the forest products business, write-down of chemical engineering
pigment slurry in a tank projects, environmental provisions and other costs.
truck for shipment fo a
n customer. The plant’s
B ai’:égg;:‘g"gggg;g | continues to be one of the best-performing products in the industry, with sales up 25% in 2003. Kert-

employees, including |
Pierce, redesigned work , .
processes. In response to customer demand, Kerr-McGee’s research and development efforts are focusing on

McGee now is producing this grade in the United States, Netherlands and Australia.

. additonal high-performance grades. Product development

} activities will continue to enhance the existing grade portfolio.
| Technical customer service supplements the company’s
strong product portfolio. Technical sales service laboratories

and company experts assist customers around the world by

providing expertise in product application technologies.
The goal is to create maximum value for Kerr-McGee and its
customers in each of the market segments: paint and coatings,

plastics, paper, and specialty applications.

Efforts continue to exit noncore businesses
During 2003, the company continued efforts to focus
its chemical unit by exiting noncore businesses. Four of its

remaining five wood-preserving

plants were closed in Paint and Coatings

2003. Company operations at the fifth plant will end with the o 7%ﬂ'th;zi;pm
S ,
o

expiration of a lease in November 2004. N

Options for the electralytic products division are under

evaluation. The company intends to operate this business

. profitably while it remains a part of the chemical unit. The B \‘\,\ pa Plastics
: \ division’s major products are manganese dioxide for alkaline \\
| batteries and sodium chlorate for use in pulp bleaching, 5
\
WORLDWIDE USES OF Ti0,

The estimated 2003 worldwide titanium
dioxide pigment consumption was 4.3 million
tonnes, a 1% decrease from 2002.
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AVESTOR joint venture starts battery sales
Kerr-McGee is contributing its battery expertise to AVESTOR, a promising joint venture based in

Canada that is commercializing innovative lithium-metal-polymer battery technology.

AVESTOR began battery sales to the
telecommunications industry in late 2003
from its plant near Montreal and expects to
ramp up production in 2004. This 50%-50%
joint venture was formed in 2001 by Kerr-
McGee and Montreal-based Hydro-Québec.

Compared with traditional lead-acid bat-

teries, AVESTOR’s no-maintenance bartery
offers superior performance at one-third the
size, one-fifth the weight and two to four times
the life. The batteries also provide an environ-

mentally preferred alternative containing no

acid or liquid that can spill or leak.

Initial battery sales and customer feedback

indicate strong demand in the telecommunications industry, the initial target marker.

Development of AVESTOR batteries for the industrial, utility and electric vehicle markets is under way.

Teamwork, continuous improvement enhance safety )

The success of Kerr-McGee’s worldwide chemical operations depends on the ideas and the commit-
ment of the people who work for the company. A safe workplace and the protection of the environment
are priorities for the company as well as for each employee. Programs are based on teamwork and an
operating philosophy of continuous improvement.

Employees and contractors again worked safely in 2003, ending the year with injury rates less than
half the weighted industry averages. The biggest gains were achieved at the Savannah plant, acquired by
Kerr-McGee in 2000. Diligent efforts paid off with the plant’s best-ever safety record even in a year of
expansion, repairs and major equipment upgrades.

Consistent product quality is an important goal for plants located on different continents but often
serving the same multinational customers. To that end, all of Kerr-McGee’s titanium dioxide and two
electrolytic plants are registered under the international ISO 9002 or ISO 9001:2000 standards, which
promote consistency in quality processes and management.

Kerr-McGee also participates in national and local industry organizations that promote continuous
improvement in safety, health and environmental performance. Community outreach programs are part
of these efforts, including plant tours, community advisory panels and active support of employee

involvement in projects that improve the quality of life at the local level.

|
{
»
|
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AVESTOR'’s plant near
Montreal, Canada,
began sales of lithium-
metal-polymer batteries
in late 2003.

KERR-VicGEE
PIGMENT PLANTS

(Annual gross capacity
at year-end 200 g

CHLORIDE PROCESS
Hamilton, United States
225,000 tonnes

Savannah, United States
110,000 tonnes

Botlek, Netherlands
72,000 tonnes

Kwinana, Australia
100,000 tonnes
{Tiwest Joint Venture —
{M 50%)

SULFATE PRUCESS
Uerdingen, Germany
107,000 tonnes

Savannah, United States
54,000 tonnes




Kerr-McGee is more than a corporate entity — it is a group of people around the globe, working
together to reach common goals, both on the job and in their daily lives. As the company implements
strategies to meet its corporate goals, it is ever mindful of certain core beliefs that express what Kerr-McGee
has always stood for and define its employees as conscientious citizens.

These beliefs include an unwavering commitment to ethical business dealings, respect for the individual
and responsible corporate citizenship. In every nation where che company operates, its employees are
expected to conduct business at the highest levc&l} of integrity. Kerr-McGee is synonymous with respect for all

people and responsibility to the community.

Many of Kerr-McGee’s citizenship

~

The voice of experience,
Kurtis Massey (center)
offers career advice

to students attending
a Talent Pool Training
session sponsored

by INROADS at the Uni-
versity of Oklahoma.
Massey, now an appii-
cations support assock
ate.at Kerr-McGee,

was introduced to the
company through

the INROADS college
internship program.

initiatives focus on education and commu-
nity involvement, two areas in which people
Y | around the globe share the same goals —//to provide the best possible education for the next

Lo generation, and to make their towns and cities better places in which to live, work and play.

Educational support helps develop future leaders

Kerr-McGee's commirment to education supports programs thar foster excellence,
“““ diversity and innovation, and develop future leaders for business and society.

One of the company’s most rewarding educational initiatives is sponsorship of
INROADS, a U.S. organization that develops and places talented minority youth in busi-
. ness and industry to prepare them for corporate and community leadership. Kerr-McGee

~~ has been a sponsor of INROADS since 1998. To date, 25 INROADS students have
benefited from scholarships and internships in Kerr-McGee operations, and six have joined the company.

Around the world, Kerr-McGee’s operating units fund scholarships and provide internships and
apprenticeships for students in fields that include geology, petroleum engineering, chemical engineering,
finance, law and management information systems. In addition, the company endows professorships in
engineering, geology and accounting at the university level,

Last year, the Kwinana titanium dioxide pigment plant in Western Australia contributed to local
and group-sponsored scholarships. The unit has also provided educational opportunities to six university
students through its Kwinana Student Scholarship Program, which includes cash grants, vacation employ-
ment and mentoring for the duration of the scholarships.

In Aberdeen, Scotland, Kerr-McGee employees continue their partnership with Portlethen Academy,
where they are involved in a wide range of educational and community activities. In 2003, scudents from the
academy were introduced to the bottlenose dolphin research project the company supports with Aberdeen
University and the Seawatch Foundation.

Kerr-McGee continued a 12-year commitment to Columbus Elementary Enterprise School in
Oklahoma City. Each week, about 60 employees, retirees and spouses serve as volunteer tutors ar this multi-
cultural, inner-city school.

Educational outreach activities are ongoing at numerous other Kerr-McGee locations, where employees
are involved with local career days, student mentoring and job-shadowing programs.

Health education is an increasingly important part of Kerr-McGee’s social responsibility agenda. In
the United Kingdom, the company funds medical research at the Hunter School of Medicine in London.
On the other side of the globe, Kerr-McGee supports Heart-to-Heart International, a humanitarian
program where Western physicians share the newest medical techniques and technology with their

Chinese counterparts.
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Artistic and cultural education also benefits from the support of Kerr-McGee. In the

United Kingdom, the company contributes to the British Library and the Bodleian Library w

e
at Oxford University as well as the Prince’s Trust and the Northumbrian Gathering, an l :

event highlighting traditonal arts and music.
In the United States, the company supports a wide range of cultural and historic insti-

tutions that enrich lives and sustain America’s heritage through the arts and humanities.

Corperate involvement bulids stronger communities
Community involvement is a tradition at Kerr-McGee. Employees embrace the
concept with the same energy and commitment they show on the job, giving generously

of their time and money to a host of civic and community organizations.

Long-term involvement with the United Way and March of Dimes organizations demonstrates this | School children from
. ) i . ] Portlethen Academy
commitment. Employees and operating units contributed more than $900,000 to United Way cam- and St. Cyrus primary
. . . . . . school attend a Kerr-
paigns across the United States in 2003, supporting hundreds of health and human service agencies NicGee-sponsored
: : environmental day at
through one highly accountable charitable umbrella. $t. Cyrus Nation J
In the Netherlands, the Botlek plant helped build scronger community ties through involvement in Nature Reserve, near
Aberdeen, Scotland,
youth sports and support programs. Helping students with
. .. . . the beach cleanup is
Many Kerr-McGee locations are home to KMcorps volunteers who participate in community ser- Mike Long, team leader,
vices on a scheduled basis, while other locations encourage volunteerism on a less scructured basis. Kerr- ?ggggﬁg?ﬂ,%;?gﬁns
McGee employees participate in an ever-growing range of community activities — adopting highways and
parks, feeding the hungry, providing shelter for the homeless, sharing the holiday spirit through dona-
tions, and helping people who suffer from physical or mental illness.
In Scotland, employees undertook several fund-raising activities to benefit Children Ist, the Royal

Scortish Society for Prevention of Cruelty to Children, protecting children’s interests and supporting
families under stress.

Kerr-McGee employees in China are building on the company’s traditions.
The staff has become involved with the Hui Ling Orphanage, a facility that focuses

on children and young adults with special needs. They also provide assistance to

j

& rffﬁ,}

victims of the widespread flooding that devastates areas of China each year.
For 75 years, the company has strengthened its ties to the communities in

which it operates. By supporting a continually expanding list of educational,

civic and cultural activities, its employees demonstrate that Kerr-McGee's

commitment is more than a core belief - it is a way of life.

49

Kerr-McGee appealed to me since

my first internship, when I was placed

in the International Reservoir Groupin

Houston. I could tell the company 48

was a good match forme. My
internships opened the door o~

a career at Kerr-McGee.”

isaac Tapia
Engineer

Wattenberg field, Colorado
Former INROADS intern
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giossary of industry terms

Acreage Land or offshore area leased or licensed for oil and gas
exploration and production.

Appraisal drilling Drilling carried out after the discovery of a
new field to obtain more information on the physical extent,
amount of reserves and likely production rate.

b/d Barrel per day (42 U.S. gallons).

BOE Barrel of oil equivalent. One barrel of oil equals 6,000
cubic feet of natural gas.

Cell spar The third generation of the spar production system.
The hull consists of several long cylinders attached to a center
cylinder of the same diameter. The cell spar is easier to construct
and install than previous spars. The resulting cost savings reduce
the reserve threshold required for economical development of
decpwater ficlds.

Chioride process One of two processes used to produce titanium
dioxide pigment. At year-end 2003, this process accounted for 76%
of Kerr-McGee’s worldwide gross pigment production capacity.

Condensate Hydrocarbon liquids that exist in gaseous form in
the reservoir but condense to liquids as the gas flows to the surface.

Continental shelf The extension of a continental land mass into
the ocean in relatively shallow water.

Deep water More than 1,000 feet deep.

Development Drilling of wells following an oil or gas discovery,
and bringing a fleld into production.

Discovery well An exploratory well that finds a new petroleum
deposit or opens a new formation in an established field.

Exploitation Additional drilling or application of new technology
to extend production and reserves of an existing field.

Exploratory well A well drilled to test the presence of oil or gas
in an undeveloped area.

Floating production, storage and offleading (FPSO) system
A moored ship-shaped facility capable of producing, processing
and storing oil and then offloading the oil into shuttle tankers.
Kerr-McGee uses FPSOs in the North Sea and a new develop-
ment in China’s Bohai Bay.

Gross acres or gross production The total number of acres or
the total production volume in which a company owns an interest.

Independent An oil and gas exploration and production company
not engaged in petroleum refining and marketing or “down-
stream” operations. Kerr-McGee became an independent after
selling its refining business in 1995.

MiMict/d Million cubic feet of natural gas per day.
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Peer companies Kerr-McGee is one of the U.S.-based independ-
ent exploratdon and production companies. This group also
includes Apache Corporation, Anadarko Petroleum Corporation,
Burlington Resources, Inc., Devon Energy Corporation, EOG
Resources, Inc., Noble Energy, Inc., Pioneer Natural Resources
Company and Unocal Corporation.

Prospect A specified location or an area targeted for leasing and
drilling.

Proved reserves Estimated quantities of oil and natural gas that
geological and engineering data demonstrate with reasonable cer-
tainty to be recoverable in future years from known reservoirs
undet existing economic and operating conditions.

Reservoit A porous, permeable sedimentary rock formation
containing oil and/or natural gas, enclosed or surrounded by layers
of less-permeable or impervious rock.

Seismic survey Technique for determining the structure of
underground rock formations by sending energy waves or sound
waves into the earth and recording the wave reflections. Three-
dimensional seismic surveys provide enhanced dara for determin-
ing well locations.

Spar A deep-floating cylindrical hull. Kerr-McGee operates the
industry’s first production spar, installed in 1996 at the Neptune
field in the Gulf of Mexico. This field began production in 1997.

Subsea tieback An offshore field developed with one or more

wells completed on the seafloor, using subsea trees. The wells are
connected by flowlines and umbilicals - the pathways for electri-
cal and hydraulic signals — to a production facility in another area.

Sulfate process One of two processes used to produce titanium
dioxide pigment. At year-end 2003, this process accounted
for 24% of Kerr-McGee's worldwide gross pigment production

capacity.
Ti02 Molecular formula for titanium dioxide.

Titanium dioxide pigment The world’s preferred whitener,
brightener and opacifier for paint, coatings, plastics and many
other products. This inorganic white pigment is Kerr-McGee’s
major chemical product.

Tonne Metric ton (1,000 kilograms or 2,204.62 pounds).

Truss spar The second generation of the “classic” spar in Kerr-

McGee's Neprune field. A truss structure replaces the fower por-
tion of the cylindrical hull, reducing size and cost. The industry’s
first truss spars were installed in 2001 over Kerr-McGee’s Nansen
and Boomvang fields in the deepwater Gulf of Mexico. The com-
pany installed its third truss spar over the Gunnison field in 2003.

Working interest A cost-bearing interest in a well expressed asa
percentage of the whole.




board of directors

W

William E. Bradford, 69,
Director since 1999; lead
non-management director
since 2003, Retired as
Chairman of Halliburton
Company, a provider of
energy and energy services,
in 2000; Chairman and
Chief Executive Officer of
Dresser Industries, Inc., now
merged with Halliburton
Company, from 1996 to
1998. Director, Valero
Energy Corporation.

Luke R. Corbett, 57,
Direcror since 1995. Chair-
man and Chief Execurive
Officer of the company
since 1999 and from 1997
w0 1999; Chief Executive
Officer from February to
May 1999; President and
Chief Operating Officer
from 1995 10 1997. Direc-
tor, OGE Energy Corp.,
BOK Financial Corporation
and Noble Corporation.

Director since 1999. Chair
of Deep Ocean Exploration
and Research, Inc., since
1992; Explorer-in-Resi-
dence for the National
Geographic Society since
1998; and Program Direc-
tor for the Harte Research
Institute for Gulf of Mexico
Studies, Texas A&M
University - Corpus
Christ, since 2001,

David C. Genever-

Watling, 58, Director since
1999. President of GW
Enterprises LLC, an invest-
ment and management
firm, since 1998; Managing
Director, SMG Manage-
ment L.L.C., an investment
firm, from 1997 to 2000.
Previously President and
Chief Executive Officer of
General Electric Industrial
and Power Systems.

Miartin C. Jischke, 62,
Director since 1993.
President of Purdue Uni-
versity since 2000; Presi-
dent of Jowa State Univer-
sity from 1991 to 2000.
Director, Wabash National

Corporation.

Leroy C. Richie, 62,
Director since 1998. Chair-
man and Chief Executive
Officer of Q Standards
World Wide, Inc., since
2000; Chairman and Chief
Executive Officer of Capitol
Coating Technologies, Inc.,
from 1999 o 2000; Presi-
dent of Intrepid World
Communications from
1998 10 1999; Vice Presi-
dent and General Counsel
for Automotive Legal
Affairs, Chrysler Corpora-
tion, 1990 to 1997. Direc-
tor; Infinity, Inc., and the
companies in the Seligman
family of investment com-
panies, with the exception
of Seligman Cash Manage-
ment Fund, Inc.

Matthew R. Simmons,
60, Director since 1999.
Chairman and Chief Fxecu-
tive Officer of Simmons

& Company International,
a specialized investment
banking firm that serves the
worldwide energy services
industry, since founding
the company in 1974.
Director, Brown-Forman
Corporation.

Farah M. Walters, 59,
Director since 1993, Retired
as President and Chief
FExecutive Officer of Univer-
sity Hospitals Health System,
Cleveland, Ohio, in 2002.
Director, PolyOne Corpora-

tion and Alpharma Inc.

fan L. White-Thomson,
67, Director since 1999.
Retired as Chairman of
U.S. Borax, Inc., a provider
of borax and borate prod-
ucts, in 1999; President
and Chief Executive Officer
from 1988 10 1999; Chief
Executive Officer, Rio Tinto
Borax Lid., from 1995 o
1999. Executive Director
of the Los Angeles Opera
from 2000 to 2001,

Committees:

Audit

Leroy C. Richie (Chair)
William E. Bradford
David C. Genever-Watling
Matthew R. Simmons
Farah M. Walrers

Ian L. White-Thomson

Executive Compensation

Matthew R. Simmons
(Chair)

William E. Bradford

Sylvia A. Earle

David C. Genever-Watling

Martin C. Jischke

Leroy C. Richie

Farah M. Walters

lan L. White-Thomson

Finance

William E. Bradford
(Chair)

Luke R. Corbetr (ex officio)

Sylvia A. Farle

Martin C. Jischke

Leroy C. Richie

Matthew R. Simmons

Nominating and
Corporate Governance
Sylvia A. Earle (Chair)
William E. Bradford
Martin C. Jischke

| Leroy C. Richie

Marthew R. Simmons
Farah M., Whalters

. lan L. White-Thomson

March 2004
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corporate officers

Luke R. Corbett, 57,
Chairman and Chief Execu-
tive Officer since May 1999
and from 1997 to February
1999; Chief Executive
Officer from February to
May 1999; President and
Chief Operating Officer
from 1995 to 1997. Joined
Kerr-McGee in 1985.

e N
Kenneth W. Crouch, 60,
Executive Vice President
since March 2003; Senior
Vice President (oil and gas
exploration and produc-
tion) from 1998 to 2003;
previously Senior Vice Presi-
dent responsible for oil and
gas exploration. Joined the
company in 1974.

David A. Hager, 47, Senior
Vice President (ol and gas
exploration and produc-
tion) since March 2003;
Vice President of Explo-
ration and Production from
2002 to 2003; Vice Presi-
dent of Gulf of Mexico and
Worldwide Deepwater
Exploration and Produc-
tion from 2001 to 2002;
Vice President of Worldwide
Deepwater Exploration and

Production from 2000 to
2001; Vice President of
International Operations,
2000; previously Vice Dresi-
dent of Gulf of Mexico
operations. Joined Sun Oil
Co., predecessor of Oryx
Energy Company, in 1981.
Oryx and Kerr-McGee
merged in 1999.

Gregory F. Pilcher, 44,
Senior Vice President, Gen-
eral Counsel and Corporate
Secretary since 2000; Vice
President, General Counsel
and Corporate Secretary
from 1999 to 2000; Deputy
General Counsel for Busi-
ness Transactions from
1998 to 1999; Associate/
Assistant General Counsel
for Litigation and Civil
Proceedings from 1996 to
1998. Joined Kerr-McGee
in 1992.

Carol A. Schumacher, 47,
Senior Vice President of
Corporate Affairs since
2002; Vice President of
Public Relations, The
Home Depot, from 1998
to 2001; Executive Vice
President and Generat
Manager, Adanta office of
Edelman Worldwide, from
1997 to 1998; previously
Executive Vice President of
Cohn & Wolfe, a division
of Young & Rubicam, Inc.
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{ Robert M. Wohieber, 53,

Senior Vice President and
Chief Financial Officer
since 1999. Previously held
various positions at the
Freeport-McMoRan group
of companies, including
Senior Vice President and
Chief Financial Officer of
Freeport-McMoRan Inc.
and President, Chief Execu-
tive Officer and Director
of Freepore-McMoRan
Sulphur.

W. Peter Woodward, 55,
Senior Vice President
(chemicals) since 1997;
Senior Vice President of
Marketing for Kerr-McGee
Chemical from 1996 to
1997; previously Business
Director for Pigment. Joined
Kerr-McGee in 1972.

George D. Christiansen,
59, Vice President (safety
and environmental affairs)
since 1998; Vice President
of Environmental Assess-
ment and Remediarion
from 1996 w0 1998; previ-
ously Vice President of
Minerals Exploration,
Hydrology and Real Estate.
Joined the company in 1968.

Fran G. Heartwell, 57,
Vice President of Human
Resources since March
2003; Vice President of
Human Resources, Kerr-
McGee Worldwide Corpo-
ration, from January to
March 2003; Director of
Human Resources, Kerr-
McGee Oil & Gas, from
2002 to 2003; Vice Presi-
dent of Human Resources
and Administration, Oryx
Energy Company, from
1995 until the 1999 merger
of Oryx and Kerr-McGee.

John M. Rauh, 54, Vice
President and Controller
since 2002 and from 1987
to 1996; Vice President
and Treasurer from 1996 to
2002. Joined the company
in 1981.

John F. Reichenberger,
51, Vice President, Deputy
General Counsel and
Assistant Secretary since
2000; Assistant Secretary
and Deputy General
Counsel from 1999 to 2000,
Deputy General Counsel
from 1998 to 1999; previ-
ously Associate General
Counsel for Remediation
and Risk Management and
Claims. Joined the company
in 1985.

Elizabeth T. Wilkinson,
46, Vice President and Treas-
urer since 2002. Previously
Assistant Treasurer - Corpo-
rate Finance, GlobalSantaFe
Corporation (Global Marine
Inc. undl 2001 merger);
Manager of Planning and
Analysis from 1998 t0 1999,
and Manager of Budgets
and Planning from 1994 10
1998, Global Marine Inc.

March 2004
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B FINANCIAL REVIEW B

Management's Discussion and Analysis

Gverview

Kerr-McGee Corporation is one of the largest U.S.-based independent oil and gas exploration and production
companies and the world’s third-largest producer and marketer of titanium dioxide pigment. The company has
three reportable business segments, oil and gas exploration and production, production and marketing of titanium
dioxide pigment (chemical — pigment), and production and marketing of other chemicals (chemical - other). The
company’s assets total apprommately $10 billion. Proved oil and gas reserves are approximately 1 billion barrels of
oil equivalent and the company’s equity productlon capacity for titanium dioxide pigment is 618,000 tonnes per
year. For 2003, revenues from continuing operations totaled $4.2 billion, of which $2.9 billion (69%) was gener-
ated by the companys oil and gas exploration and production operations and $1.3 billion (31%) was generated by
the company’s chemical opetations. Revenues for the exploration and production operations are generated primarily
from the sale of crude oil and natural gas, as well as marketing revenues associated with the company’s sale of non-
equity gas.. Revenues for the company’s chemical operations are generated from the sale of titanium dioxide pigment
and other chemical products. An overview of each operating unit and certain other economic considerations are
included below to provide background for the vanous discussions that will follow in Management’s Discussion and

Analysis (MD&A).

Expleration and Production — The company’s exploration and
production business is primarily focused on finding and develop-
ing new oil and gas reserves. The success of the company
depends heavily on a successful exploration program. Asa
benchmark, the company works to replace at least 100% of its
preduction each year through a combination of its drilling and
development programs and tactical acquisicions. During 2003,
Kerr-McGee replaced 135% of its 2003 worldwide production
from continuing operations, of which 105% resulted from
replacemenfthrough the company’s exploration program. Kerr-
McGee has established a competitive average finding, develop-

- ment and acquisition cost of $7.19 per barrel of oil equivalent

(BOE) and annual average production replacement of 192%
over the past five years, and remains focused on adding value to -

" its reserve base. The company faces many challenges in executing

a successful exploration program, including obtaining accurate
and reliable geological and geophysical data, understanding
reservoir complexity, and inherent risks associated with deepwater
exploration, among others. Consequently, a portion of the
company’s total exploration costs is dry hole cost for unsuccessful
drilling activity. The company works to mitigate these risks by
attracting and retaining talented exploration and engineering

personnel with wide ranging experience in its core exploration

areas. The company utilizes advanced technology to maximize
the impact of its exploration efforts including both extensive geo-
Jogical and geophysical data acquisition and analysis as well as
state-of-the-art visualization interpretation techniques. In addi-
tion, Kerr-McGee maintains an extensive world-wide acreage
position which the company believes provides it with a signifi-
cant competitive advantage in its effort to maintain and develop
a high-quality prospect inventory. The company believes its
prospect inventory is a key component in mitigating the inherent

~ risk of its exploration program.

In addition, profitability and cash flows for exploration and
production operations are heavily dependent on market prices for
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crude oil and natural gas, as well as production costs, taxation

levels and other operating costs. To mitigate uncertainties related ,
to commodity price fluctuations, the company hedged the sales
price of a substantial portion of its 2003 oil and gas sales. The
company has entered into additional hedge contracts for 2004 to
maximize the predictability of its cash flows. In addition to
hedging, the company monitors its cost performance in an effort
to.maximize overall profitability and ensure its ability to compete
within the industry. In 2003, the company completed a major
divestiture program which was partally directed at reducing the
overall production cost of its asset portfolio. Completion of chis
program contriburted to a 12% reduction in the company’s per’
unit production costs. Changes in operating costs from year to

_ year are discussed in the Segment Opetrations section below. -

While the company’s drilling program and subsequent devel-
opment of successful projects generally yield attractive economic
returns, they do require a substantial capital commitment. An
overview of historical capiral spending, as well as a discussion of
the 2004 capiral spending budget, major projects and exploratory
drilling program are included in the Capital Spending section of
MD&A below. On an ongoing basis, the carrying values of the
company’s oil and gas properties are evaluated for recoverability
relative to their future cash flows. Likewise, reservoir performance '
and reserve quantities are periodically reviewed. Negative revisions
to reserve quantities or negative changes in the market prices of
crude oil and natural gas can adversely affect the company’s esti-
mates of future cash flows and may result in asset impairments.
Because of the large capital investment required to develop oil and
gas fields and the uncertain mineral resources associated with each
field, asset impairment evaluations are common in the oil and gas
industry and are indicative of projects for which previous capital
investments are no longer recoverable under current economic con- -
didons. Such impairments rﬁay occur in the future; however, the
company cannot predict the timing or magnitude of future asset
impairment charges.




Chemical - The chemical operating unit has focused its strategy
on its titanium dioxide pigment operations. As part of this
strategic decision, the company continues to investigate divesti- -
ture options for the electrolytic business and plans to exit the for-
est products business by the end of 2004 when the lease on its
only facility still in operation expires.

The profitability of the company’s pigment operations is
tied to consumption of, and demand for, titanium dioxide pig-
ment, which generally follow global economic trends (discussed
in the Operating Env1ronment and Outlook section below). The
profitability of the company’s pigment operations also depends
on the company’s ability to manage operating costs. As part of its
efforts to manage operating costs, the company closed its syn-
thetic rudle plant in Mobile, Alabama, in June 2603. The
Mobile plant supplied a portion of the feedstock for the com-
pany’s pigment plants in the United States; however, through
ongoing supply-chain initiatives, feedstock can now be purchased
more economically than it could be manufactured at the Mobile
plant. In connection with the shutdown, the company recorded

" after-tax charges of $30 million for severance, accelerated deprecia-
tion and other decommissioning expenses during 2003.

Chernical is working on technological advancements that
will allow it to add plant capacity with low-cost expansions to take
advantage of future market growth. As a result of these efforts,
production began through a new high-productivity oxidation
line at the Savannah, Georgia, chloride process pigment plant in
January 2004. This new technology is expected to result in low-
cost, incremental capacity increases through modification of exist-

-ing chloride oxidation lines and should allow for improved oper-
ating efficiencies through simplification of hardware configura-
tions and reduced maintenance requirements.

Based on the future outcome of these technological advance-

ments, the company may need to review its existing configuration

at the Savannah plant to optimize the plant’s resources in relation
to capacity requirements. The company will evaluate the perfor-
mance of the new high-productivity line, analyze the implicacions
on the capacity of existing assets and have a plan for reconfigura-
tion, if any, by the latter part of 2004. If the new high-produc-
tivity line performs as expected, the outcome of this review may
result in the redeployment of certain assets to alternate uses
and/or the need to idle certain other assets. If this occurs, the
future useful life of such assets may be adjusted, resulting in the
acceleration of depreciation expense.

The AVESTOR joint venture was created by Kerr-McGee
and Hydro-Quebec, one of North Americas largest utilities, to
commercialize and produce a lithium-metal-polymer battery.
The company’s investment in the joint venture aligns core com-
petencies with new business expansion opportunities. Commercial
battery production and sales commenced in late 2003 to the tele-
communications industry. It is expected that production will
continue to increase during 2004, AVESTOR's unique technical
and product offering capability is expected to create additional
high—market—value opportunities in the udlity and industrial
power generation markets, With marker demand growing, the
company anticipates sales to match plant capacity.

Qther Economic Considerations — Other challenges facing
Kerr-McGee include balancing its opportunities for growth with
the company’s desire to maintain a lower debt structure, reducing

the company’s overall cost structure to improve longer-term prof- -

itability, managing ongoing and legacy environmental obliga-
tions, and maintaining the over-funded status of its U.S. quali-
fied pension plan. :
Strategically, Kerr-McGee has committed its focus to grow-
ing its exploration and production operations and improving the
profitability of its titanium dioxide pigment business. This has
been achieved through selective acquisitions, the success of the
company’s exploration program and technological advancements.
At the same time, the company must balance the capital commit-
ment required to grow its core operations with its goal of reduc-

" ing the company’s total debt burden to remain competitive and

to increase financial flexibility. Discussions of the company’s cash
flow, liquidity and debt-reduction plans in 2004 are included in
the Financial Condition section below.

* Inthe global marketplace, economic pressures corttinue and
the economy is recovering more slowly than anticipated. In
order to remain comperitive, the company has taken a disciplined
approach in reviewing its cost structure and initiated a work-force
reduction plan during the third quarter of 2003. As a result of
the prograrmi, the company’s eligible U.S. nonbargaining work
force was reduced by approximately 9%, or 271 employees. The
reduction consisted of both voluntary retirements and involun-
tary terminations. Qualifying employees terminated under this
program are eligible for enhanced benefits under the company’s
pension and postretirement plans, along with severance payments.
The program was substantially completed by the end of 2003,

with certain retiring employees staying into the first half of 2004

for transition purposes. In connection with the work-force reduc-

stion, the company took a pretax charge of $56 million during 2003,

of which $34 million was for curtailment and special termination

. benefits associated with the companys retirement plans and

$22 million was for severance-related costs.

Because of the nature of Kerr-McGee's current and historical
operations, the company has significant environmental remedia-
tion responsibilities and continues to provide reserves for these
remediation projects. During 2003, the company expensed an
additional $62 million (net of reimbursements) for environmen-
tal costs and funded $104 million of expenditures associated with
its environmental projects. A discussion of the status and circum-
stances surrounding these-projects is included in the Environmen-

tal Matters discussion below.

With the substantial stock market losses experienced

_between 2000 and 2002, many corporations ate facing a signifi-

cant financial challenge with respect to the funded status of their
pension plans. The company’s U.S. qualified pension plan
remains over funded and estimated rerurns on plan assets con-
tinue to exceed the company’s other periodic pension costs, gen-
erating a net periodic pension benefit of $38 million in 2003.

No contributions to the company’s U.S. qualified pension plan
will be necessary in 2004. The critical assumptions used in meas-
uring the company’s pension and postretirement obligations and
the sensitivity of the various estimates associated with the com-
pany’s benefit plans are discussed in the Critical Accounting

"Policies section below.
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Operating Environment and Cutlook

0il and Gas Exploration and Production -

During 2003; global geopolitical uncertainties affected
investment decisions in the oil and gas industry. However, these
risks were mitigated by consistently strong oil and gas prices.
The near-thonch futures price of West Texas [ntermediate (WTT)
crude ol closed at or above $30 per barre! for most of the year,
and natural gas maintained an average price above $5 per miltion
British thcrmal units (MMBtu) during 2003.

Crude Oil - During 2003, disruptions to crude oil produc-
tion in Venezuela and Nigeria due to political unrest and ethnic

violence, combined with uncertaincies linked to the war in Iraq, -

created global uncertainty about the reliability of crude oil sup-
ply. U.S. crude oil inventories began 2003 below the normal
operating range resuldng from a reduction in U.S. imports due to
a strike i Venezuela and strong demand for distillates during the
2003 U.S. heating season. In January 2003, OPEC announced
plans to increase production by 1.5 million barrels per day to
compensate for the Venezuelan shortfalls. However, this increase
was not enough to overcome a perceived shortfall in supply due
to low U.S. inventories and expectation of a war in Irag. Crude

_ oil WTT prices were near $38 per barrel by the end of the 2003

first quarter. Following the onset of the Iraqi war, prices fell
sharply to approximately $25 per barrel due to the war's short
duration, coupled with increases in crude oil imports from Saudi
Arabia and Venezuela. _

Decreasing U.S. domestic oil production, delays in Iraqi oif
production increases and the effect of OPEC’s April 2003 pro-

. duction cut of 2 million barrels per day resulted in WTT crude

futures prices recovering to above $30 per batrel early in the
2003 third quarter. Prices generaﬂy remained at this level for the
remainder of the year.

Numerous factors are expected to influence the U.S. crude
oil market in 2004. Ol production in Nigeria, Venezuela and
Iraq continued to recover, although not to full capacity. OPEC’s
recent remarks concerning the-intention to shift its strategy to
revenue enhancement from market share protection could also
impacr crude oil markets. Finally, a continued rebound in global
economies could absorb some oversupply.

Natural Gas — Higher-trending natural gas prices in 2003
are the result of fundamental shifts in the natural gas supply and
demand balance. Gas prices began the year at abourt $5.25 per
MMBtu and reached a high of more thar $9.per MMBtu during
February due to storage levels falling to record lows. This event
heightened concerns regarding the decline of U.S. gas supplies,
and deliverability issues continued to underpin market activity
throughout the year.

By fall 2003, U.S. gas storage volumes had recovered to
comfortable levels, buc fears of the préevious winter’s supply short-
fall, as well as reports of declining domestic production, kept
prices strong. Throughout summer and fall, natural gas pricés
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. meet financial requirements. Detals of the company’s commodity

. pany is the third-largest producer and marketer and one of five

remained above $4.50 per MMBtu, maintaining a range of $4.50
to $6.50 per MMBtu until December, when seasonally cold win-
ter weather began to push prices up towards $7 per MMBru. -

The 2004 environment for U.S. natural gas prices remains
volarile and will be influenced by several factors, including the
balance between supply and demand, weather parterns, the rate
and development of liquefied natural gas imports, crude oil and
distillate prices, and government policy.

To mitigate the above uncertainties related to price fluctua-
tions, the company has entered into hedges covering approximately
80% of expected 2004 worldwide crude oil and condensate pro-
duction, and 75% of the U.S. natural gas production By ensur-
ing greater predictability of cash flows to fund major explorauon
and capital programs, hedging enhances the company’s ability to

hedging program are included in the Market Risks section below.

Chemicals
In the global dranium dioxide pigment industry, the com-

companies that own chloride technology. The chloride process
produces a pigment with oprical properties preferred by the
paint, coatings and plastics industries. In early 2004, chloride
technology accounted for 76% of the company’s gross pigment
production capacity. The remaining capacity is sulfate-process
production, which produces pigment used pnmanly in paper
and specialty products.

Titanium dioxide is a quallry—of life preduct, and its con-
sumption follows general economic trends. Throughout 2003,
challenging business conditions existed for the company’s chemi-
cal operations due to near-recessionary conditions in Europe,
high energy prices, the effect of the SARS epidemic on economic
conditions in Asia and continued weakness in the U.S. manufac-
turing sector. These economic forces placed pressure on product
prices, overall product demand and profitabilicy. While overall
global economic growth was stagnant to recessionary during the
first half of 2003, the last quarter of 2003 did begin to show
improvement as observed in the leading U.S. economic indica-*
tors and Furo-zone GDP. General economic conditions are .
expected to improve in 2004 for North America and Europe,
with continued growth in the Asian markets.

. The strategy for Kerr-McGee's chemical unit focuses on con-

* tinued improvement in asset productivity, process and product

capability, cost reductions, and providing superior products for
market-segment growth. Multiple initiatives are in place to cap-
ture new market growth through segmentation strategies that
align products with customer needs, low-cost plant expansions to
increase volume capacity, continuous improvement programs to
increase efficiency and lower operatihg costs, and technology-based
programs to improve product quality and lower costs.




Results of Consolidated Operations

Net income (loss) and per-share amounts for each of the‘years
in the three-year period ended December 31, 2003, were as follows:

(Millions of dollars, except per-share amounts) 2003 2002 2001

Nert income (loss) $219 $(485) $486

Net income (loss) per share — ‘
Basic ' 248 (4.84) 501
Diluted 247  (4.84) 474

The major variances in net income on an operating unit
basis (after income taxes) are outlined in the table below. The
variances in individual line items in the Consolidated Starement
of Operations are explained in the section thar follows.

Favorable (Unfavorable)
Varlance
2003 2002
) Versus Versus
(Millions of dolldrs) 2002 2001
Net operating profit —
Exploration and production - $898  §(850)
* Chemical - pigment ' 17 25
Chemical — other @] (4)
Net interest expense 15 (56)
Other income/expense . (24) (202)
Discontinued operations (126) 96
Cumulative effect of accounting change (35) 20

Net income

The 2003 increase in exploration and production net oper-
ating profit is primarily due to a decrease in asset impairments of
$385 million in 2003 and net gains associated with assets held for
sale of. $29 million in 2003 versus losses of $167 million in 2002.
The remaining $317 million increase is due to the 2002 deferred
tax effect of $132 million resuiting from a 33% increase in the U.K.
corporate tax rate for oil and gas companies, combined with lower
production costs and depreciation and depletion expense and
higher average realized sales prices for both crude oil and natural
gas in 2003, pardially offset by lower oil and gas sales volumes and
higher exploration expense.

The decline in chemical — pigment net operating profit in
2003 is principally the result of plant closure and workforce reduc-
tion provisions totaling $42 million and higher average per-unit
production costs, partially offset by higher pigment sales prices.

Lower interest expense in 2003 is due to lower average debt
outstanding and a slightly lower weighted average interest rate.
The negative variance for other income/expense is mainly due to
higher general and administrative costs, workforce reduction costs
and lower net gains on the revaluation of nonoperating deriva+

tives and trading securities, partially offset by lower 2003 litiga-

tion provisions and a gain on sale of Devon Energy Corporation
(Devon) shares.

$704  $(O71)

Discontinued operations for all three years resulted from the
company’s decision in early 2002 to dispose of its exploration and
production interests in Indonesia and Kazakhstan and its interest
in the Bayu-Undan project in the East Timor Sea offshore
Australia. These divestiture decisions were made as part of the ©
company’s strategic plan to rationalize noncore oil and gas prop-

_ertics. The negative variance from discontinued operations in

2003 and the positive variance in 2002 are both due primarily to
the $107 million gain on sale in 2002 related to the disposals in -
Indonesia and Australia.

The 2003 cumulative effect of change in accounting
principle is the result of the company’s adoption of the Financial
Accounting Standards Board’s Statement No. 143, “Accounting
for Asset Retirement Obligations” (FAS 143). See the New/
Revised Accounting Standards section below for a discussion of
the adoption.

The 2002 decline in exploration and production net operat-
ing profit resulted from asset impairments of $394 million, losses
associated with assets held for sale of $167 million and the deferred
tax effect of $132 million for the UK. corporate tax law change,

+ as well as higher lease operating expense, shipping and handling

expense, depreaatlon and depletion, and exploration expenses.

. The improvement in chemical’s pigment net operating profit in

2002 was principally che result of higher pigment sales volumes
and lower average per-unit production costs. Higher interest’
expense in 2002 was due to significandly higher average debt out-

-standing and lower capitalized i interest, pardally offset by a lower

overall average interest rate.

The 2002 negarive variance for other income/expense was
mainly due to the 2001 adoption of FAS 133, “Accounting for
Derivative Inscruments and Hedging Activities,” which resulted
in the compdny recognizing a $118 million net unrealized gain
on shares of Devon reclassified to “trading” from the “available
for sale” category of investments. Additionally, a 2002 net-of-tax
litigation provision of $47 million and after-tax foreign currency

" losses of $33 million contributed to the other income/expense
-variance for 2002 versus 2001. ’

The 2002 positive variance from the change in accounting
principle also resulted from the company’s adeption of FAS 133
in 2001. This standard required the recording of all derivative
instruments as assets or liabilities, measured at fair value. Kerr-
McGee recorded the fair value of all its outstanding foreign cur-
rency forward contraces and the fair value of the options associ-
ated with the company’s debt exchangeable for common stock
(DECS) of Devon owned by the company. The net effect of

recording these fair values resulted in a $20 million decrease in

income as a cumulative effect of a change in accounting principle
and a'$3 million reduction in equity (other comprehensive
income) for the foreign currency contracts designated as hedges.

Kerr-McGee Corporation 2003 Annual Report 25




" (Millions of dollars) |

Statemant of Operations Comparisons

. $4.2
Revenues 336 $3.6
(Biltions of dollars) '\
| |

2003 2002 2000

The increase in 2003 revenues was primarily-due to higher
average realized sales prices for crude oil, natural gas and titanium
dioxide pigment, combined with higher gas marketing sales revenue.
These increases were partially offset by lower production quantities
due primarily to oil and gas properties divested during 2002 and
2003. Revenues in 2002 increased slighty over 2001 due to a full
vear of revénues from the Rocky Mountain region compared with
only five months in 2001 following the acquisition of HS Resources,
combined with the favorable impact of higher pigment sales vol-
umes, partially offset by the recognition of lower revenues from

properties divested during 2002. These variances are discussed in-

more detail in the segment discussions that follow. See Note 1 o
the Consolidated Financial Statements for a discussion of reclassi-
fications made to revenues for 2002 and 2001.

) ’
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EXpgenses ! SR

o

T 2003 2002 2001

Costs and operating expenses for 2003 increased $212 million
over the prior year, primarily due to higher gas marketing product
costs of $233 million (which offsets higher third-party gas mar-
keting revenues), higher pigment production costs of $51 million
and 2003 shutdown provisions of $42 million associated with the
dlosure of Chemical's Mobile facility and forest products operations.
These increases were partially offset by lower lease operating expense
of $114 million mainly due to oil and gas property divestitures.
Costs and operating expenses increased $192 million in 2002 from
the 2001 level, resulting principally from higher gas marketing, gath-
ering and pipeline costs of $74 million (full year of Rocky Mountain
operations in 2002 versus five months in 2001), higher lease
operating expenses of $80 million (full year of Rocky Mountain
operations and new natural gas production brought online in the

- Gulf of Mexico region), and higher pigment production cost of
$91 million (increased pigment production volumes).

, "o
Selling, Gonsral and $313
Mmmﬁm?éﬁ’m&ﬁm Enpenses |

(Millions of dollars)

2003 . 2002 2001

For 2003, selling, general and administrative expenses increased

~ $58 million over the prior yeas, resulting primarily from provisions

totaling $58 million associated with the 2003 work-force reduc-
tion plan and other transition and severance-related casts, together
with additional compensation expense of $17 million resulting
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from loan prepayments required to release shares from thé com-
pany’s employee stock ownership plan. Also contributing to the
increase were higher corporate and exploration and production
general and administrative costs of $24 million and $14 million,
respectively, partially offset by lower litigation provisions of $63

" million (prior-year forest products litigation). The 2003 increase

in corporate general and administration was principally due to
higher compensation-related costs of $16 million related mostly
to 2003 performance bonus and amortization of restricted stock
compensation, along with higher general and auto liability costs
of $5 million. The increase in general and administrative costs for
the exploration and production operations of $14 million is due
primarily to lower 2003 billings of costs on operated properties
to partners, which were partially offset by lowér cost for contract
services and direct labor. Selling, general and administrative
expenses for 2002 increased $85 million primarily as a result of the
$72 million reserve for litigation established mainly in connection
with certain forest products litigation in Mississippi, Louisiana
and Pennsylvania. This litigation is discussed in Note 16 to the
financial statements. :

Shipping and handling expenses for 2003, 2002 and 2001
were $140 million, $125 million and $111 million, respectively.
The increase in 2003 is primarily due to higher costs for trans-
portation from new deepwater fields in the Gulf of Mexico,
including Nansen, Boomvang and Navajo, and increased costs in
the UK. North Sea, as well as higher pigment shipping costs.
The increase in pigment shipping costs is primarily related to
higher ocean freight prices due to supply constraints on the avail-
abilicy of vessels. The 2002 increase was also due to higher trans-
portation for new deepwater fields in the Gulf of Mexico, com-
bined with higher costs in the Rocky Mountain region due to a
full year of costs related to the former HS Resources operations.

Abandonment expense of $40 million and $34 million asso-
ciated with the company’s exploration and production operations
has been reclassified from costs and operating expenses to depre-
ciation and depletion for 2002 and 2001 to be consistent with the
2003 presentation after adoption of FAS 143.

-

' %814
Depreciation and PRI _S747
Depletion }
(Millions of dollars) - \ i ‘

- |

2003 2002 2001

Depreciation and depletion expense totaled $745 million
in 2003, $814 million in 2002 and $747 million in 2001. The
decrease for 2003 is due to lower depletion expense for divested
or held-for-sale properties of $49 million and lower depletion on
the Leadon field of $36 million, partially offset by higher depletion -
expense in the Gulf of Mexico region of $24 million mainly due
to higher production from the Nansen, Boomvang and Navajo fields
which began producing in 2002. The 2002 increase was due to
higher depletion expense for the Rocky Mountain region of $75 mil-
lion (full year of ownership) and for the UK. region of $11 million.
Partially offsetting these increases was lower expense in the Gulf of
Mexico region of $24 million due to normal declines in production




and held-for-sale properties, which more than offset the impact
of new production from the Nansen, Boomvang and Navajo fields.

Impairment Josses on held-for-use assets rotaled $14 million
in 2003, $652 million in 2002 and $76 million in 2001. These
impairments were related to assets with remaining investments
that wete no longer expected to be recovered through future cash
flows. Impairments in 2003 were related primarily to various
mature oil and gas fields in the U.S. onshore and Gulf of Mexico
shelf areas. The impairments in 2002 included $541 million for
the Leadon field in the North Sea, $82 million for certain non-
operated fields in the North Sea, $23-million for several older Gulf
of Mexico shelf properties, and $6 million related to the company’s
planned shutdown of the forest praducts operations. The 2001
impairments were comprised of $47 million associated with the
shut-down of the North Sea Hutton field and $29 million for
certain chemicdl facilities in Belgium and the U.S.

During 2003, the company selectively marketed its 100%-
owned Leadon field to third parties. Although no divestiture nego-
tiations are curréndy under way, the company continues to review
its options with respect to the field and, particularly; the associated
floating production, storage and offloading (FPSO) facility. Man-'
agement presently intends to continue operating and producing
the field until such time as the operating cash flow generated by
the field does not support continued production or until a higher
value option Is identified. Given the significant value associated with
the FPSO relative to the size of the entire project, the company

" will continue to pursue a long-term solution that achieves maxi-

mum value for Leadon — which may include disposing of the field,
monetizing the FPSO by selling it as a development option for a
third-party discovery, or redeployment in other company opera-

tions. As of December 31, 2003, the carrying value of the Leadon

" field assets toraled $374 million. Given the uncertainty concerning
possible outcomes, it is reasonably possible that the company’s esti- -

mate of future cash flows from the Leadon field and associated fair
value could change in the near term due to, among other things,
(i) unfavorable changes in commodity prices or operating costs,
(ii) a production profile that declines more rapidly than currendly
anticipated, and/or (iii) unsuccessful results of continued market-
ing activities or failure to locate a strategic buyer (or suitable rede-
ployment opportunity). Accordingly, management anticipates that
the Leadon field will be subject to periodic impairment review
until such time as the field is abandoned or sold. If future cash
flows or fair value decrease from that presently estimared, an addi-
tional write-down of the Leadon field could occur in the future.
In connection with the company’s divestiture program
initiated in 2002, certain oil and gas properties were'identified _
for disposal and classified as held-for-sale properties. Upon classifi-
cation as held-for-sale, the carrying value of the related properties
is analyzed in relation to the estimated fair value less costs to sell,
and losses are recognized, if necessary.  Upon ultimate disposal
of the properties, any gain or additional loss on sale is recognized.
Losses of $23 million and gains of $68 million were recognized
in 2003 upon conclusion of the divestiture program in the U.S.
and North Sea, and for the sale of the company’s interest in the
South China Sea (Liuhua field) and other noncore U.S. proper-
ties (onshore and Gulf of Mexico shelf areas). The company
recognized losses of $176 million in 2002 associated with oil

and gas properties held for sale in the U.S. (onshore and Gulf of -

Mexico shelf areas), the U.K. North Sea and Ecuador. Proceeds
realized from these disposals totaled $119 million in 2003 and

. $374 million in 2002. The proceeds from the sale of such proper-

ties have been used: to reduce long-term debt. From time to time,
other oil and gas properties may be identified for disposal when
such properties are considered noncore or nearing the end of
their productive lives.

Exploration Expense $354 5273
(Millions of dollars) e T
: | . e
]
2003 2002 2000

Exploration costs were $354 million, $273 million and
$210 million for 2003, 2002 and 2001, respectively. The 2003
increase was due to higher dry hole costs of $68 million, primarily
exploratory drilling in the deepwater Gulf of Mexico, and higher
exploration department costs of $11 million. The 2002 increase
was due to higher dry hole costs of $41 million, mainly exploratory
drilling in the deepwater Gulf of Mexico and in the North Sea,
higher nonproducing leasehold amortization of $11 million, and
higher geophysical costs of $5 million. -

Interest and debt expense totaled $251 million in 2003,
$275 million in 2002 and $195 million in 2001. The $24 mil-
lion decrease in 2003 was due to lower average borrowings under
revolving credit facilities and commercial paper of approximately
$570 million and slightly lower average interest rates on the com-
pany’s long-termi debt. The $80 million increase in 2002 was
due to an annual average debrt balance that was approximarely
$1.4 billion higher than 2001 due to the acquisition of HS
Resources in August 2001 and capitalized interest that was lower
by $23 million, partially offset by overall average interest rates
that were approximately 1% lower than in the prior year.

Other income (expense) includes the following for each of
the years in the three-year period ended December, 31, 2003:

(Millions of dollars) 2003 2002 2001
Foreign currency translation gain (loss) $41) $38) $ 3
Loss from equity affiliates C(3%). (2% (5)
Gain on sale of Devon stock ' 17 — —
Unrealized gain on Devon stock reclassified

to “trading” category of investments - — 181
Exchangeable debt embedded opnons and

Devon stock revaluations 8 27 17
Gains (losses) on non-hedge natural gas

derivatives : (4) 8 27
Other (8} (7) 1

Other income {expense) $(59) $(35) $224

The majority of the 2003 and 2002 foreign currency losses
resulted from the company’s UK. operations, where the comparny
has experienced unfavorable changes in the U.S. dollar/British
pound stetling exchange rates. The loss from equity affiliates for
2003, 2002 and 2001 was primarily the result of the investment
in the AVESTOR joint venture formed in 2001 to develop new’

lithium-metal-polymer batteries. The 2003 gain on sale of Devon

stock resulted from the sale of approximately 1 million shares that
were in excess of the total sharés the company believes will be
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required to extinguish the debt exchangeable for common stock
due in August 2004. The company sold its reraining excess Devon
shares in January 2004 for a pretax gain of $9 million. All other
Devon shares will be held through August 2004 in connection
with the maturity of the debt exchangeable for common stack.

. The effective tax rate for 2003 was 42.7%, compared with
(7.0)% in 2002 and 36.7% in 2001. The 2003 effective rate is

higher than the U.S. statutory rate primarily due to the impact of
taxation on foreign operations. The 2002 tax benefit was reduced
from the U.S. statutory rate due to the deferred tax effect of
$132 million for the 33% increase in the U.K. corporate tax rate
fer oil and gas companies, together with the impact of taxation
on foreign operations.

Segment Operations

Operating profit (loss) from each of the company’s segments
is summarized in the following table:

(Millions of dollars) : 2003 2002 2001
Operaﬁng profic (loss} — ’
Exploration and production $2,002  $(140) $922
Chemicals -
Pigment (13) 24 (22)
Other . 33y (23 (17
* Total Chemicals _(48) 1 (39

Operating profit (loss) $ 954 §${139) $883

Exploration and Production

Revenues — Revenues, production statistics and average prices
received from sales of crude oil, condensate and natural gas are
shown in the following table:

(Millions of dollars, except per-unit amounts) 2003 2002 2001

Revenues — .
Crude oil and condensare sales $1,426 $1,531 $1,560_
Natural gas sales 1,158 819 833
Gas marketing activities 298 70 22
Other 43 30 13
Total ‘ $2,923 $2,450 $2,428
Production —
Crude oil and condensate |
{thousands of barrels per day) 1890 191 189
Natural gas (MMcf per day) 728 760 596
Total equivalent barrels of oil s
(thousands of barrels per day) 271 318 288
* Average Prices — B

Crude oil and condensate (per barre)!  $26.04 $22.04 $22.60
Natural gas (per Mcf)(V $437 3295 §3.83

(1) Includes the results of the company’s oil and gas commodity hedging program, .
which began in 2002. In 2003, hedges reduced the average sales price of crude
oil and natural gas sold by $2.46 per barrel and $.55 per Mcf, respectively. In
2002, hedge activity reduced the average sales price of crude oil and narural
gas sold by $1.13 per barrel and $.01 per Mcf, respectively.

Oil sales revenues declined $105 million in 2003 compared
with 2002, primarily as a result of lower production due to the
divestiture of various properties. This 21% decrease in oil production
was partially offset by higher realized prices. The average realized price
for oil increased $4 per barrel, adding $220 million to oil revenues,
while lower oil production reduced revenues by $325 million.

The 2003 oil production decline was primarily due 1o the sale
of various noncore properties during 2003 and 2002. - The company
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began a divestiture program in mid-2002 to improve the overall
quality of its asset portfolio, targeung high-operating-cost, non-
core assets. The program was completed in 2003. Property sales
were concentrated in the U.S. onshore region, Gulf of Mexico
shelf and the U.K. North Sea, as well as Ecuador and the South
China Sea. After adjusting for divestitures, 2003 oil production
was approximately the same as 2002.-

Ol sales revenues for 2002 declined $29 million compared
with 2001, primarily driven by lower realized prices of $.56 per
barrel. The 2002 oil production volumes remained relatively flar
compared with 2001.

Natural gas sales revenues increased $337 million in 2003,
primarily as a result of a $1.42 per Mcf increase in the average
realized price for natural gas, partially offset by a 5% decline in
production volumes. Higher realized prices increased revenue by
$374 million, while lower gas production reduced revenues by
$37 million. Production declines resulted primarily from prop-
erty divestitures concentrated mainly in the U.S onshore and
Gulf of Mexico shelf areas. After adjusting for divestitures, 2003
gas production volumes declined by 2% compared with 2002.

Natural gas sales revenue decreased $14 million in 2002
compared with 2001. Lower2002 realized prices of $.88 per
Mcf resulted in a revenue decline of $243 million that was par-
tially offset by an increase of $229 million due to higher sales
volumes. In 2002, gas sales volumes increased 28% or 164
MMcf/day over the 2001 levels, primarily due to a full year of
gas production from the Wartenberg field in Colorado; which
was acquired in August 2001. .

The variances in revenues from gas marketing activities are
discussed in the Gas Marketing Activities section below.

Operating Costs and Expenses — Operating costs and
expenses relating to the sale of crude oil, condensate and natural

gas are shown in the following cable. -
(Millions of dollars) 2003 2002 2001
Lease operating expense $ 334 § 448 § 368
Production taxes . 52 67 74
Total lifting costs : 388 515 442

Transportation expense %4 84 71
Depreciation, depletion and amortization 809 690 619
Accretion expense (abandonment :

obligations) » ‘ 25 — —
General and administrative expense 127 87 72
Exploration expense 354 273 210
Impairments on assets held for use 14 646 47
Loss {gain) associated with assets held for sale ~ {45) 176 —
Gas gathering, pipeline and other - 66 61 28

Total operating cost and expenses  $4,830 $2,532 $1,489




Lease Operating Expense — During 2003, lease operating
expense decreased 25% or $114 million compared with 2002.
On a per-unit basis, lease operating expense decreased by about
13% to $3.37 per barrel of oil equivalent (BOE) sold in 2003 from
$3.87 per BOE in 2002. Lower costs were primarily related to the
divestiture of noncore, high-operating-cost properties. Lease oper-
ating expense increased $80 miltion in 2002 compared with 2001,
resulting in costs of $3.87 and $3.50 per BOE, respectively. Higher
lease operating expense in 2002 was the result of new production
from the Nansen and Boomvang fields in the déepwater Gulf of
Mexico and from a full year of production from the Leadon field
in the U.K. North Sea, which commenced producrion in late
2001. A full year of operating expenses from the Wattenberg
field (acquired in August 2001) also contributed to the increase.

Production Taxes — During 2003, production taxes decreased
by $15 million, primarily due to the elimination of royalty pay--
ments in the U.K. North Sea area and lower production volumes.
* These factors were partially offset by higher commiodity prices as
production taxes are generally based on sales revenue.

Production taxes in 2002 decreased by $7 million compared

with 2001 as a result of lower commodity prices (primarily natu-

-ral gas prices), partially offset by higher sales volumes.

Transportation Expense ~ Transportation costs, representing
the costs paid to third-party providers to transport oil and gas
production, increased $10 million during 2003. Transportation
costs in 2002 reflected a $13 million increase over 2001 levels.
The increase for both periods resulted from transportation costs
associated with new deepwater Gulf of Mexico producing fields
such as Boomvang, Nansen and Navajo as well as increased costs
in the U.K North Sea area. In addition, 2002 transportation costs
include a full year of costs associated with the Wartenberg field.

Depreciation, Depletion and Amortization — Depreciation,
depletion and amortization (DD&A) expense decreased $81 mil-
lion in 2003, representing a 12% decline compared with 2002.
The decrease in DD&CA expense is primarily the result of produc-
tion declines associated with the divestiture program that began
in mid-2002 and asset impairments that were recorded in 2002
{primarily the Leadon field). On a per-unit basis, DD&A
increased 3% to $6.16 per BOE in 2003 from $5.97 per BOE in
2002. Alchough total DD&A expense was lower, higher unit costs
resufted from the company’s divestiture activity and the overall
mix of producing properties berween 2003 and 2002. In accord-
ance with accounting standards, depreciation was not recorded
for various assets thac were designated as held-for-sale in 2003
and 2002, although production quantities for these properties con-
tinued to be included in the calculation of total unit DD&A.

DD&A expense in 2002 was $71 million higher than in
2001. This increase was primarily dué to higher production in
2002. Ona per-unit basis, DD&A expense increased to $5.97
per BOE in 2002 from $5.89 per BOE in 2001. The increase in
unit costs was due primarily to higher DD&A rates for various new
fields that were brought on production in late 2002 and 2001,
including the Nansen and Boomvang fields in the Gulf of Mexico
as well as the Leadon field in the U.K. North Sea. In addition, a
full year of production from the Wattenberg field (acquired in
August 2001) contributed to the increase.

. Accretdon Expense — Accretion expense of $25 million in 2003

is related to the company’s discounted abandonment liability rec-
ognized in 2003 as a result of implementing FAS 143.

General and Administrative Expenses — General and admin-
istrative (G&A) expenses were $40 million higher in 2003 com-
pared with 2002. This resulted from $27 million of nenrecurring
employee severance and related costs in 2003 associated with the
company’s work-force reduction plan. Additionally, the company
incurred higher costs associated with employee benefits and the
pension plan, as well as lower billings of costs on operated properties
to partners. These costs were partially offset by lower costs for
direct labor and contract services.

G&A expense in 2002 was $15 million higher than in 2001,
primarily as a result of higher contract services and increased labor
and benefits costs.

Exploration Expense — Exploration expense in 2003 was
$81 million higher than in 2002 primarily as a result of higher
dry hole costs from increased exploration activity during the year.
In addition, staffing levels were increased during 2003 to support
the company’s worldwide exploration efforts and continued
development of the company’s high-potential prospect inventory.

Exploration expense in 2002 increased $63 million compared
with the prior year primarily as a result of higher dry hole costs from
increased exploration activity during the year. In addition, higher
amortization expense for nonproducing leaseholds and increased costs
for geological and geophysical projects contributed to the increase.

Impairments on held-for-use assets and the gain or loss
on assets held for sale have been discussed in the Statement of
Operations Comparisans section above.

Gas Marketing Activities — In the Rocky Mountain region,
Kerr-McGee purchases third-party natural gas for aggregation and
sale with the company’s own production from the Wattenberg
field in Colorado. In addition, Kerr-McGee has purchased trans-
portation capacity to markets in the Midwest to facilitate sale of
its natural gas ourside the immediate vicinity of its production.
This activity began with the company’s acquisition of HS Resources
in August 2001 and has increased since that time. Revenues (from
sale of third-party gas) and associated gas purchase cost relating
to gas markeiing activities ate shown in the following rable.

(Millions of dollars) 2003 2002 2001
$ 298 $ 70 $22

Gas marketing revenues
Gas purchase costs (including
transportation) , (2e2) (58) (17)
Net marketing margin $ 7 $12 %5

Marketing volumes (thousand

MMBtu/day) 178 77 29

‘Marketing revenues increased $228 million in 2003 compared
with 2002 pnmanly due 16 higher purchase and resale of natural
gas in the Rocky Mountain area and higher natural gas prices.

Gas purchase costs increased proportionately for the same period,
an increase of $233 million.

Marketing revenues increased $48 million in 2002 compared
with 2001, primarily as a result of a full year of marketing activity
in the Rocky Mountain area after the HS Resources acquisition.
Gas purchase costs also increased in 2002 by $41 million in pro-
portion to the higher level of marketing activity.

Kerr-McGee Corporation 2003 Annual Report 29




Chemﬁcaﬂs ,
. Chemical revenues, operating profit (loss) and pigment
production volumes are shown in the-following table:

(Millions of dollars) . . 2003 2002 2001
Revenues —
Pigment $1,079 $§ 995 .$ 931
Other ‘ 183 201 196
Total- $4,262 $1,196 $1,127
Operating profit (loss) — . ) '
Pigment $ (13) $ 24 § (22)
Other (35) (23) 17)
Total $ 488 1% (39

Titanium dioxide pigment production .
(thousands of tonnes) 832 508 483

Pigment - Revenues increased $84 million, or 8%, in 2003
to $1.079 billion from $995 million in 2002. Of the total increase,
$94 million resulted from an increase in average sales prices, par-
tially offser by a $10 million decrease due to lower sales volumes.
The increase in average sales prices in 2003 was largely due to the

.effect of foreign currency exchange rates. Excluding the effect
of foreign currency exchange rates, average selling prices in local
currencies for 2003 were 3% higher than in 2002. Sales volumes
for 2003 were approximately 1% lower than in the prior year.

Titanium dioxide pigment revenues for 2002 increased $64

* million, or 7%, over 2001, resulting from a $149 million increase
due to higher sales volume, combined with an offsetting decrease
of $85 million resulting from weaker sales prices in 2002, of
which $13 million was due to the effect of foreign currency
exchange rates. While poor overall marker conditions persisted
through the first quarter of 2002, product demand increased
through the remainder of the year. As demand accelerated, the
company announced multiple price increases through the second
half of 2002.

The chemical —pigment operating unit recorded an operat-
ing loss of $13 million in 2003, compared with operating profit
of $24 million in 2002. The $94 million increase in revenues
due to higher sales prices was partially offset by an increase in
average product costs of $51 million and an increase in shipping
and handling costs and selling, general and administrative costs

of $18 million over 2002. Addicionally, operating results in 2003

were impacted by $47 million in plant closure provisions related
to the synthetic rutile plant in Mobile, Alabama, together with a
. $23 million charge for work-force reduction and other compen-
sation costs. The $47 million shutdown provision for the Mobile
operations included $6 million for curtailment costs related to
penston and postretirement benefits. The 2002 operating profit
included $12 million in charges for abandoned chemical engi-
neering pro ects, $3 million for severance and other costs and a
$5 million reversal of environmental reserves associated with the
Savannah operations.

Operatmg profit for 2002 1mproved $46 million over 2001.
Higher 2002 sales volume, combined with lower average per-unit
production costs, increased operating profit by $57 million, off-
set by reductions due to lower sales prices of $85 million. ‘
Shipping and handling costs and selling, general and administra-

30 Kerr-McGee Corporation 2003 Annual Report

tive costs decreased $5 million from 2001. In addition, the 2002
operating profit included a provision of $12 million related o
abandoned chemical engineering projects, a $5 million reversal of

_ envirorimental reserves, and $3 million for severance and other

costs, compared with provisions in 2001 for closure of a pigment
plant in Belgium, asset impairments, severance and other costs
totaling $79 million.

Other ~ Operating loss for 2003 was $35 million on rev-
enues of $183 million, compared with operating loss of $23 mil-
lion on revenues of $201 million in 2002. Of the decrease in sales,
$27 million resulted from lower forest products sales, partially

. offset by a $9 million increase in electrolytic operations sales vol-

umes. The increased volumes were predominantly achieved in
sodium chlorate and boron products, 17% and 37%, respectively.
The $12 million increase in operating loss for 2003 was primarily -
due to 2003 work-force reduction and other compensation charges
of $8 million and higher electrolytic product costs of $8 million,
partially offset by lower environmental costs of $5 million. Envi-
ronmental provisions in both 2003 and 2002 related primarily to
ammonium perchlorate remediation associated with the com-
pgin);’s Henderson, Nevada, operations (See Note 16). The 2003
operating results were also negatively affected by an operating
loss of $12 million from the forest products operations, which
includes shurdown provisions of $14 million, compared with a
2002 operating loss of $10 million, which included $23 million
for shutdown and impairment provisions. The 2003 forest prod-
ucts shutdown provision of $14 million inctuded $8 million for
curtailment casts related to pension and postretirement benefics.

Operating loss for 2002 was $23 million on revenues of
$201 million, compared with operating loss of $17 million on
revenues of $196 million in 2001, The increase in operating loss
was primarily due to 2002 provisions for the shutdown and impair-
ment of the forest products business of $23 million and environ-
mental provisions of $15 million, compared with 2001 provisions
of $25 million for the termination of manganese metal produc-
tion and $5 million for severance and asset impairment charges.

During the third quarter of 2003, Kerr-McGee Chemical
LLC placed its electrolytic manganese dioxide (EMD) manufac-
turing operation in Henderson, Nevada, on standby to reduce
inventory levels because-of the harmful effect of low-priced
imports on the company’s EMD business. In response to the
pricing activities of importing companies, Kerr-McGee Chemical
LLC filed a petition for the imposition of anti-dumping duties
with the U.S. Department of Commerce International Trade
Administration and the U.S. International Trade Commission on
July 31, 2003. In its petition, the company alleged that manu-
facturers in certain countries export EMD to the United States in
violation of the U.S. anti-dumping laws and requested that the _
U.S. Department of Commerce apply anti-dumping duties to
the EMD imported from such countries. The Department of
Commerce found probable cause to believe thac manufacrurers
in the specified countries engaged in dumping and initiated an
anti-dumping investigation with respect to such manufacturers.
Partly as a result of the anti-dumping petition, demand for U.S.
EMD product increased, and the plant resumed operations in
December 2003. The company withdrew its anti-dumping
petition in February 2004 but will continue to monitor market
conditions. .
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Financial Condition

{Millions of dollars) 2003 2002 2001
Current ratio 08%d 08wl 12wl
Total debt $3,655 $3,904 $4,574
Total debt less cash (net debt) 3,513 3814 4,483
Total debr less cash and DECS 3,187 3,496 4,173
Stockholders equity $2,636 $2,536 $3,174
Net debr to total capitalization 87% 60% 59%
Total debt less cash and DECS

to total capitalization " 55% 58% 57%
Floating-rate debt to total debt

- (including fixed-rate debt with
interest rate swap to variable rate) 14% 16% 28%

The negative working capitalat the end 0f 2003 and 2002 is
not indicative of a lack of liquidity as the company maintains suffi-
cient current assets to settle current liabilities when due. Current

/ .. . . .o
asset balances are minimized as one way to finance capital expendi-

tures and lower borrowing costs. 1f needed, the company also has
unused lines of credit and revolving credit facilities as discussed in
the Liquidity section thar follows.

Kert-McGee operates with the philosophy that over a five-
year plan period the company’s capital expenditures and dividends
should be paid from cash generated by operations. On a cumula-
tive bass, the cash generated from operations for the past five years

* has exceeded the company’s capifal expenditures and dividend
panyscap p
payments. Debtand equity transactions are utilized for acquisition -

opportunities and short-term needs due to timing of cash flow.

Net Debt to Total Capltalization  57% 60%  59%
{Percentages) ! ‘
Net debt to total capitalization is J‘
total debt less cash divided by rotal
debr less cash plus stockholders ‘ i
equity. 2003 . 2002 2001

- A reduction in net debr of $301 million from 2002, combined
with an increase in stockholders’ equity of $100 million resulted in
a 3% improvement in the percentage of net debt to total capitaliza-
tion as compared to 2002. The company’s goal is to reduce its per-
centage of net debt to total capitalization to 50% or below by the
end of 2004, Although debt was reduced $670 million from 2001
t0 2002, a decrease in equity resulting primarily from the 2002 net
loss and dividends declared resulted in a slightly higher percentage
of nevdebe to total capitalization in 2002 compared with 2001,

Cash Flow

Cash Flow from Operating $LBI8 51448
Activities {Millions of dollars) | $1,143
Cash flow from operaring activities | ‘» ;
has increased significantly over the | ‘
past 1o years. o :

2003 - 2002 2001

Cash flow from operating activities increased $70 million,
from $1.448 billion in 2002 to $1.518 billios in 2003, primarily
due to an increase in income excluding noncash items, partially

offset by changes in various working capital items. Year-end
2003 cash was $142 million, compared with $90 million at
December 31, 2002.

The company invested $1.2 billion in its 2003 capital pro-
gram, which included $181 million of unsuccessful exploratory
drilling costs. The capital program for 2003 was $110 million
lower than in the prior year, resulting primarify from lower‘capi—
tal expenditures in the North Sea, Rocky Mountain and U.S.
onshore regions, partially offset by higher capital expenditures in
the Gulf of Mexico and China and higher dry hole costs. During
2003, the company completed the divesiiture of several oil and
gas properties and other assets, generating proceeds of $304 mil-
lion. These proceeds were used primarily to pay down debt. The
company also invested $110 million in selected oil and gas prop-
erty acquisitions related to the acquisition of an additional inter-
est in the UK. Gryphon and South Gryphon fields and an
onshore property acquisition in South Texas. Cash outlays for
investing activities include a $34 million investment by the
chemical unit in AVESTOR, its lithium-metal-polymer battery
joint venture in Canada. Other investing cash inflows included
$47 million in proceeds related to the sale of Deven stock.

Total Debt $4574
(Millions of dollars) a8 82904
From year-end 2001 to 2003, the !
company reduced rotal debrt by i
more than $900 million. | | —
. - 2003 2002 2001

During 2003, the company reduced its variable interest rate
commercial paper by $68 million. Other debt was reduced $301
million, which included repayment of current year borrowings
on revolving credit facilities of $31 million. Included in the rotal
2003 repayments of $301 million is $64 million related to open-
marker repurchases of long-term debr issuances on which the”
company recorded a loss of $7 million for early extinguishment
in other expense in the Consolidated Statement of Operations.
However, by executing the open-marker repurchases, the com-
pany will avoid approximately $10 million in future interest
expense. The company added $75 million in debt at December
31, 2003, due to the consolidation of the Kerr-McGee Gunnison
Trust. This synthetic lease arrangement was restructured to an
operating lease arrangement in January 2004, and the related
debrt will no longer be reflected on the company’s balance sheet.
The consolidation, which resulted in a noncash increase in debt
and property, is discussed in more detail in the Off-Balance Sheet
Arrangements section below. Cash flow was used to pay the .
company’s dividends of $181 million in 2003.

As of December 31, 2003, the company’s senior unsecured
debt was rated BBB by Standard & Poor’s and Fitch and Baa3
by Moody’s. See Note 9 for details of the company’s debt. At
December 31, 2001, the company’s outstanding debt had
increased significantly from prior-year levels to fund the acquisition
of HS Resources and major development projects in the Gulf of
Mexico and the North Sea. Throughout 2002 and 2003, the com-
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pany aggressively pursued its strategy of divesting noncore, high-
cost assets, the proceeds from whlch have been used primarily to
reduce the company’s outstanding debt. The company expects o
further reduce debt by approximately $550 million during 2004
by using excess cash flows and by using Devon common stock to
repay the $330 million face amount of debt exchangeable for
Devon common stock (DECS) owned by the company.
Liquidity

The company believes that it has the ability to provide for
its operational needs and its long- and short-term capital pro-
grams through its operating cash flow (partially protected by the
company’s hedging program), borrowing capacity and ability to
raise capital. The company’s primary source of funds has been
from operating cash flow, which could be adversely affected by
declines in oil, natural gas and pigment prices, all of which can
be volatile as discussed in the preceding Outlook section. Should
operating cash flows decline, the company may reduce its capital
expenditures program, borrow under its commercial paper pro-
gram, draw upon revolving credit facilities and/or consider selec-
tive long-term borrowings or equity issuances. Kerr-McGee’s
commercial paper programs are backed by the revolving credic
facilities currently in place. Should the company’s commercial
paper or debt rating be downgraded, borrowing costs will increase,
and the company may experience loss of investor interest in its
debr instruments as evidenced by a reduction in the number of
investors and/or amounts they are willing to invest.

At December 31, 2003, the company had unused lines of
credit and committed amounts under revolving credit agree-
ments totaling $1.4 billion. The company maintains two revolv-
ing credit agreements consisting of a five-year $650 million facil-

ity signed January 12, 2001, and a 364-day $700 million facility

renewed on November 14, 2003, In addition, the company had -

other unused credit facilities of $50 million at December 31, 2003.
Of the total of $1.4 billion, $870 million and $490 million can
be used to support commercial paper borrowings in the U.S. and
Europe, respectively, by certain wholly owned subsidiaries and are
guaranteed by the parent company. The borrowings can be made
in U.S. dollars, British pound stetling, euros or local European
currencies. Interest for each of the revolving credit facilities and
lines of credit is payable at varying rates.

The company holds derivative financial instruments that
require margin deposirs if unrealized losses exceed limits estab-
lished with individual counterparty institutions. From dme to
time, the company may be required to advance cash to its coun-
terparties to satisfy margin deposit requirements. No margin
deposits were outstanding at December 31, 2003. Between January
1,2004 and March 5, 2004 margm calls totaled $7 million;

however, these amounts have since been refunded to the company.-

At December 31, 2002, the company classified $68 million
of its short-term obligations as long-term debt. The company
has the intent and the ability, as evidenced by committed credit
agreements, to refinance this-type of debt on a long-term basis.
The company’s practice has been to continually refinance its
commercial paper or draw on its backup facilities, while main-
taining borrowing levels believed to-be appropriate.

The company issued 5 1/2% notes exchangeable for com-
mon stock in August 1999, which allow each holder to receive
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berween .85 and 1.0 share of Devon common stock er, at the
company’s option, an equivalent amount of cash at maturity in
August 2004. As of February 27, 2004, Devon common stock
was trading at $56.78 per share. Embedded options in the °
DECS provide the company a floor price on Devon’s common
stock of $33.19 per share (the put option). The company also
has the right to retain up to 15% of the shares if Devon’s stock
price is greatér than $39.16 per share (the DECS holders have an
embedded call option on 85% of the shares). If Devon’s stock -
price at maturity is greater than $33.19 per share but less than
$39.16 per share, the company’s right to retain Devon stock will
be reduced proportionately. The company Is not entitled to
retain any Devon stock if the price of Devon stock at marurity is
less than or equal to $33.19 per share. Using the Black-Scholes
valuation model, the company recognizes any gains or losses
resulting from changes in the fair value of the put and call
options in other income. The fluctuation in the value of the put
and call derivative financial instruments will generally offsec the
increase or decrease in the market value of the Devon stock classi-
fied as trading. The remaining Devon shares, accounted for as
available-for-sale securities, were partially liquidated in December
2003, with the remaining shares sold in January 2004. The avail-
able-for-sale Devon shares were in excess of the number of shares
the company believes will be required to extinguish the DECS;
however, should the price of the stock fall below $39.16 per share

at the maturity of the DECS, the company would be required o
* . either purchase additional Devon shares to settle the DECS or

settde a portion of the DECS with cash.
The company also has available, to issue and sell, a total
of $1.65 billion of debt securities, common or preferred stock,
or warrants under its shelf registration with the Securities and
Exchange Commission, which was last updated in February 2002.

Off-Balance Sheet Arrangements

During 2001 and 2000, the company identified certain
financing needs that it determined would be best handled by off-
balance sheet-arrangements with unconsolidated, special-purpose
entities. Three leasing arrangements were entered into for financ-
ing the company’s working interest obligations for production
platforms and related equipment at three company-operated
fields in the Gulf of Mexico. Also, the company entered into an
accounts receivable monetization program to sell its receivables
from certain pigment customers. Each of these transactions has
provided specific financing for the company’s business needs
and/or projects and does not expose the company to significant
additional risks or commitments. The leases have prov1ded atax-
efficient method of financing a portion of these major develop-
ment pro;ects, and the sale of the pigment recelvables offers an
attractive low-cost soutrce of liquidity. :

During 2001, the company entered | into a leasing arrange-
ment for its interest in the production platform and related
equipment for the Gunnison field in the Garden Banks area of
the Gulf of Mexico. This leasing arrangement is similar to two
arrangements entered into in 2000 for the Nansen and Boomvang
fields in the East Breaks area of the Gulf of Mexico. In each of
these three arrangements, the company entered into lease com-
mirments with separate business trusts that were created to
construct independent spar production platforms for each field




development. Under the terms of the agreements, the company’s
share of construction costs for the platforms was initially financed
by synthetic lease credit facilities between the trust and groups of
financial institutions for $149 million, $137 million and $78 mil-
lion for Gunnison, Nansen and Boomvang, respectively, with the
company making lease payments sufficient to pay interest at vary-
ing rates on the financings. Upon completion of the construction
phase, separate business trusts with third-party equity participants
acquired the assets and became the lessor/owner of the platforms
" and related equipment. The company and these trusts have entered
into operating leases for the use of the spar platform and related
equipment. During 2002, the Nansen and Boomvang synthetic

leases were converted to operating lease arrangements upon com- -

pletion of construction of the respective production pladforms.
Completion of the Gunnison platform occurred in December
2003, at which time a portion of the Gunnison synthetic lease
was converted to an operating lease. The remaining portion of
the Gunnison synthetic lease was converted to an operating lease
on January 15, 2004. Under this type of financing structure, the
company leases the platforms under operating lease agreements,
and neither the platform assets nor the related debrt is recognized
in the company’s Consolidated Balance Sheet. However, since
only a portion of the Gunnison synthedic lease had been converted
1o an operating lease structure as of year-end, the remaining assets
-and liabilities of the synthetic lessor trust are consolidated in the

_ company’s Consolidated Balance Sheet at December 31, 2003,
which includes $83 million in property, plant and equipment,
'$4 million in accrued liabilities, $75 million in long-term debt
and $4 million in minority interest. The consolidation of the
synthetic lessor trust occurred in connection with the adoption

. of a new accounting standard as discussed in the New/Revised
Accounting Standards section below. Since the remaining
portion of the Gunnison synthetic lease was converted to an
operating lease structure in January, the related property and
debt will not be reflected in the company’s Consolidated Balance
Sheet in 2004.

In conjunction with the operating lease agreements, the
company has guaranteed that the residual values of the Nansen,
Boomvang and Gunnison platforms at the end of the operating
leases shall be equal to at least 10% of their fair market value at

the inception of the lease. For Nansen and Boomvang, the guar- -

anteed values are $14 million and $8 million, respectively, in
2022, and for Gunnison the guaranteed value is $15 million in
2024. Estimated future minimum annual rentals under these
leases and the residual value guarantees are shown in the table of
contractual obligations below.

" In December 2000, the company began an accounts receiv-
able monetization program for its pigment business through the
sale of selected accounts receivable with a three-year, credit-insur-
ance-backed asset securitization program. On July 30, 2003, the
company restructured the existing accounts receivable monetiza-
tion program to include the sale of receivables originated by the
company’s European chemical operations. The maximum avail-
able funding under the amended program is'$165 million. In
addition, certain other terms of the program have been modified as
part of the restructuring. Under the terms of the program, selected
qualifying customer accounts receivable may be sold monthly to
a special-purpose entity (SPE), which in turn sells an undivided

ownership interest in the receivables to a third-party multi-seller
commercial paper conduit sponsored by an independent finan-
cial institution. The company sells, and retains an interest in,
excess receivables to the SPE as over-collateralization for the pro-
gram. The company’s retained interest in the SPE’s receivables is
recorded in trade accounts receivable in the Consolidated Balance
Sheet. The retained interest is subordinate to, and provides credit
enhancement for, the conduit’s ownership interest in the SPE’s
receivables, and is available to the conduit to pay certain fees or
expenses due to the conduit, and to absorb credit losses incurred -
on any of the SPE’s receivables in the event of termination.
However, the company believes that the risk of credit loss is very
low since its bad-debt experience has historically been insignifi-

_cant. The company also holds preference stock in the special-

purpose entity equal to 3.5% of the receivables sold. The prefer-
ence stock is essentially a retained deposit to provide further
credit enhancements, if needed, but is otherwise recoverable by
the company at the end of the program. The company records a
loss on the receivable sales equal to the difference in the cash
received plus the fair value of the retained interests and the carry-
ing value of the receivables sold. The fair value of the retained
interests (servicing fees, excess receivables and preference stock of
the SPE) is based on the discounted present value of future cash
flows. At year-end 2003 and 2002, the outstanding balance on
receivables sold under the program totaled $165 million and
$111 million, respectively. _

During 2003 and 2002, the company entered into sale-
leaseback arrangements with General Electric Capital Corporation
(GECC) covering assets associated with a gas-gathering system in
the Rocky Mountain region. The lease agreements were entered
into for the purpose of monetizing the related assets. The sales
price for the 2003 equipment was $6 million. The sales price for
the 2002 equipment was $71 million; however, an $18 million
settlement obligation existed for equipment previously covered
by the lease agreement, resulting in net cash proceeds of $53 mil-
lion in 2002. The 2002 operating lease agreements have an ini-
tial term of five years, with two 12-month renewal options, and
the company may elect to purchase the equipment at specified
amounts after the end of the fourth year. The 2003 operating
lease agreement has an initial term of four years, with two 12-
month renewal options. In the event the company does not pur-

" chase the equipment and it is rerurned to GECC, the company
' guarantees a residual value ranging from $35 million at the end

of the initial terms to $27 million at the end of the last renewal
option. The company recorded no gain or loss associated with
the GECC sale-leaseback agreements. Estimated future minimum
annual rentals under this agreement and the residual value guar-
antee are shown in the table of contractual obligations below.

In conjunction with the company’s 2002 sale of its
Ecuadorean assets, which included the company’s nonoperating
interest in the Oleoducto de Crudos Pesados Ltd. (OCP)
pip')eline, the company has entered into a performance guarantee
agreement with the buyer for the benefit of OCP. Under the
terms of the agreement, the company guarantees payment of any
claims from OCP against the buyer upon default by the buyer
and its parent company. Claims would generally be for the
buyer’s proportionate share of construction costs of OCP; how-
ever, other claims may arise in the normal operations of the .
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pipeline. Accordingly, the amount of any such future claims can-
not be reasonably estimated. In connection with this guarantee,
the buyer’s parent company has issued a letter of credit in favor of
the company up to a maximum of $50 million, upon which the
company can draw in the event it is required to perform under
the guarantee agreement. The company will be released from
this guarantee when the buyer obtains a specified credit ratmg as
stipulated under the guarantee agreement.

In addition, the company enters into certain indemnifica-
tion agreements related to title claims, environmental matters, lit-
igation and other claims. The company has recorded no material
obligations in cennection with its indemnification agreements.

Obligations and Commitments
In the normal course of business, the company enters into

‘purchase obligations, contracts, leases and borrowing arrange-

ments. The company has no debt guarantees for unrelated par-
ties. As part of the company’s project-oriented exploration and
production business, Kerr-McGee routinely enters into contracts
for certain aspects of a project, such as engineering, drilling, sub-
sea work, etc. These contracts are generally not unconditional
obligations; thus, the company accrues for the value of work
done at any point in time, a portion of which is billed to part-
ners. Kerr-McGee's commitments and obligations as of
December 31, 2003, are summarized in the following table:

- (Millions of dollars)

Payments due by period )
2005 2007 After

Type of Obligation Total - 2004 -2006 . -2008 2008
Long-term debt(V $3,580 $574 $ 767 $150 $2,089
Operating leases for Nansen, -

Boomvang and Gunnison 599 17 51 54 477
All other operating leases 342 33 80 66 . 163
Drilling rig commitments 9 . 9 - o— — . —
Purchase obligations —

Ore contracts 477 168 235 74 —

Gas purchase and transportation contracts 112 49 21 S 17 25

Other purchase obligations 405 128 158 67 52
.Leased equipment residual value guarantees 72 — — 35 37

Total $5.596 $978 $1,312 $463 $2,843

(1) Excludes the $75 million of debt associated with the Guanison Trust. As discussed above, the synthetic lease was restructured to an operating lease in January 2004. The
relared future minimum'lease payments are included with operating leases for Gunnison.

Capital Spending

Capital expenditures are summarized as follows:

(Millions of dollars) Est. 2004 2003 2002 2001

Exploratibn and production,

" includingdry hole costs  $ 920  $1,080 $1,101  $1,629

Chemicals 95 97 86 153
Other, including

discontinued operations 20 15 85 82

Total - $1,035 $1,482° $1,272 $1,864

Capiral spending, excluding acquisitions, totaled $4.3 billion

in the three-year period ended December 31, 2003, and dividends -

" paid totaled $535 million in the same three-year period, which
compares with $4.1 billion of net cash provided by operating activ-
ities during the same period. During the three-year period, the
company made one major acquisition — the 2001 acquisition of
HS Resources for $955 million cash plus common stock and
assumed debt.

Kerr-McGee has budgeted apprommately $1.035 billion for
its capital program in 2004. Management anticipates that the 2004
capital program, dividends and debt reduction can be provided
for through internally generated funds. The available capacity for
borrowings may be used for selective acquisitions that support
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the company’s growth strategy or to suppott the company’s capital
expenditure program should internally generated cash flow fall
short in any one measurement period. :

Oil and Gas

The company’s exploration and production capital spending
continues to be focused on global growth and deepwater projects.
Successful exploration and appraisal drilling in the deepwater
Gulf of Mexico has resulted in the development of three major
projects during the last two years — Nansen (50% working inter-
est), Boomvang (30%), and Gunnison (50%). The Red Hawk
(50%) and Constitution (100%) projects currently under devel-
opment are also in the deepwater Gulf of Mexico. Constitution
will be developed with a truss spar, capitalizing on the success of
the truss spar technology inuroduced at the Nansen, Boomvang
and Gunnison fields, while Red Hawk is being developed using
innovative cell spar technology. Red Hawk is expected to reach
initial production in mid-2004, while Constitution is expected to
reach first production by mid-2006. The company expects initial
production at its Bohai Bay development by the end of 2004. Two

"Bohai Bay discoveries are being developed with a centrally located

floating production, storage and offloading vessel, along with fixed
platforms for dry wellheads. Kerr-McGee operates this develop-
ment with a 40% working interest. Of the $920 million total




budget for 2004, $330 million is allocated to the Gulf of Mexico,
$180 million to the North Sea, $155 million to.U.S. onshore,
$125 million to other international projects, $10 million to tech-
nology enhancements and $120 million for dry hole costs. In
addition, the company has budgeted approximately $130 million
{excluding noncash amortization of nonproducing leasehold

. costs) for other exploration program expenses in 2004. The
corapany’s exploration program is expected to fund approxi-
mately 50 wells, with emphasis on balancing risks and potential
rewards in both shallow and deep waters and U.S. onshore.

Chemicals

Capital expenditures for chemical operations are budgeted
at $95 million for 2004. Process and technology improvements
that increase productivity and enhance product quality will account
for approximately 30% of the 2004 capital budget. This includes
the remaining estimated expenditures related to the high-produc-
tivity oxidation line that began production in January 2004 at
the Savannah, Georgia, chloride-process pigment plant. Chemical
has also budgeted $38 million of additional investment in

* .AVESTOR for 2004.

Market Rislks

The company is exposed to a variety of marker risks, including
credit risks, the effects of movements in foreign currency exchange
rates, interest rates and certain commodity prices. The company
addresses its risks through a controlled program of risk manage-
ment that includes the use of insurance and derivative financial
instruments. See Notes 1 and 18 for additional discussions of the
company’ financial instruments, derivatives and hedging activities.

Foreign Currency Exchange Rate Risk

The U.S. dollar is the functional currency for the company’s
international operations, except for its European chemical opera-
tions, for which the euro is the functional currency. Periodically,
the company enters into forward contracts to buy and sell foreign
currencies. Certain of these contracts (purchases of Austrafian
dollars and British pound sterling, and sales of euro) have been
designated and have qualified as cash flow hedges of the company’s
anticipated future cash flow needs for a portion of its capital expen-
ditures, raw material purchases and operating costs. These con-
tracts generally have durations of less than three years. The
resulting changes in fair value of these contracts are recorded in
accumulated other comprehensive income.

Selected pigment receivables have been sold in an asser secu-
ritization program at their equivalent U.S. dollar value at the date
the receivables were sold. The company is collection agent and
retains the risk of foreign currency rate changes between the date
of sale and collection of the receivables. Under the terms of the
asset securitization agreement, the company is required to enter
into forward contracts for the value of the euro-denominated
receivables sold into the program to mitigate its foreign currency
risk. Gains or losses on the forward contracts are recognized cur-
rently in earnings. The company has entered into ather forward
contracts to sell foreign currencies, which will be collected as a
result of pigment sales denominared in foreign currencies, pri-
marily in European currencies. These contracts have not been
‘designared as hedges even though they do protect the company
from changes in foreign currency rates.

Following are the notional amounts at the cofitract exchange
rates, weighted-average contractual exchange rates and estimated
contract values for open contracts at year-end 2003 and 2002 to
purchase (sell) foreign currencies. Contract values are based on
the estimared forward exchange rates in effect at year-end. All
amounts are U.S. dollar equivalents.

Notional Weighted-Average Estimared Contract
(Millions of dollars, except average contract rates) Amount Contract Rate Value
Open contracts at December 31, 2003 -
Maturing in 2004 -
Bricish pound sterling $ 139 1.6372 $ 148
Australian dollar .- 38 .5366 51
Euro (113) 1.1358 . (106)
British pound stetling o)) ‘ 1.6876 (1)
Japanese yen 2 . 0092 (2)
New Zealand dollar (1) . 6121 N
Maturing in 2005 - -
British pound stetling 77 1.5995 - 82
Open contracts at December 31, 2002 -
‘Maturing in 2003 ~ - : o
British pound sterling 113 . 15454 115
Australian dollar 63 5606 ' 62
Euro (10) 9833 (10)
Britsh pound sterling ) 1.5432 . (1)
Japanese yen (1) .0080 ‘ (1)
New Zealand dollar . - %) 4807 (D
Maruring in. 2004 - . :
Australian doflar 38 ] 5366 38
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SO T T O T A O R

Interest Rate Risk )

The company’s exposure to changes in interest rates relates
primarily to long-term debt obligations. The table below presents
principal amouncs and related weighted-average interest rates by

maturity date for the company’s long;term debr obligations out-
standing at year-end 2003. All borrowings are in U.S. dollars.

. There- Fair Value
{(Millions of dollars) 2004 2005 2006 2007 . 2008 after Total . 12/31/03
Fixed-rate debt —. , I .
* Principal amount $474 $110° $307 $150 $ — .$2,089 $3,130 $3,550
Weighted-average : ]
interest rate 6.41% - 8.15% 5.88% 6.63% - — 6.67% 6.61%
Variable-rate debt — A
Principal amount $100 $350 . $ 75 $ — § — $ — $ 525 $ 525
Weighted-average ' : ,
interest rate 1.92% 2.03% 1.93% — - — 1.99%

(1) Includes fixed-rate debr with interest rate swap to variable rate.

At December 31, 2002, long-term debr included fixed-rate
debt of $3.286 billion (fair value - $3.706 billion) with a weighted-
average interest rate of 6.67% and $618 million of variable-rate
debt, which approximated fair value, with a weighted-average

“tnterest rate of 2.56%. :

In connection with the issuance of $350 million 5.375%
notes due April 15, 2003, the company entered into an interest
rate swap arrangement in 2002. The terms of the agreement
effectively change the interest the company will pay on the debt
until macurity from the fixed rate to a variable rate of LIBOR
plus .875%. The company considers the swap to be a hedge
against the change in fair value of the debt as a result of interest
rate changes. The estimated fair value of the interest rate swap
was $15 million at December 31, 2003.

During February 2004, the company reviewed the composi-
tion of its outstanding debr and entered into additional interest
rate swaps, converting an aggregate of $3566 million in fixed-rate
debt to variable-rate debt. Under the interést rate swaps, $150 mil-
lion of 6.625% notes due October 15, 2007, will pay a variable
rate of LIBOR plus 3.35%; $109 million of 8.125% notes due
October 15, 2005, will pay a variable rate of LIBOR plus 5.86%; -
and $307 million of 5.875% notes due September 15, 2006,-will

' pay a variable rate of LIBOR plus 3.1%. The interest rate swaps

have been designated as hedges against changes in the fair value
of the related debr resulting from interest rate changes. The esti-
mated fair value of the interest rate swaps, including the original
swap outstanding at December 31, 2003, totaled $21 million as
of February 29, 2004.

36 Kerr-McGee Corporation 2003 Annual Report

Commodity Price Risk

The company is exposed to market risk from fluctuations
in crude oil and natural gas prices. To increase the predictabiliry
of its cash flows and to support capital projects, the company -
initiated a hedging program in 2002 and periodically enters into
tinancial derivative instruments that generally fix the commedicy
prices to be received for a portion of its oil and gas production in
the future. At December 31, 2003, the outstanding commodity-
related derivatives accounted for as hedges had a liability fair
value of $168 million, which is recorded as a current liabiliry.
The fair value of these derivative instruments at December 31,

2003, was determined based on prices actively quoted, generally

NYMEX and Dated Brent prices. At December 31, 2003, the

" company had after-tax deferred losses of $106 million in accu-

mulated other comprehensive income associated with these con-
tracts. The company expects to reclassify the entire amount of
these losses into earnings during the next 12 months, assuming
no further changes in fair market value of the contracts.- During
2003, the company realized a $71 million loss on U.S. oil hedg-
ing, a $64 million loss on North Sea oil hedging and a $144 mil-
lion loss on U.S. natural gas hedging. During 2002, the com-
pany realized a $28 million loss on U.S. oil hedging, a'$50 mil-
lion loss on North Sea oil hedging and a $2 million loss on U.S.
natural gas hedging. The losses offset the higher oil and natural
gas prices realized on the physical sale of crude oil and natural
gas. Losses for hedge ineffectiveness are recognized as a reduction
of revenue in the Consolidated Statement of Operations and
were not material for 2003 or 2002.




At December 31, 2003, the following commodity-related
derivative contracts were outstanding:

Conrract Typell) Period Daily Volume Average Price
Natural Gas MMBtu $/MMBtu
Fixed-price swaps (NYMEX) Q1 - 2004 195,000 $5.33
- Q2 - 2004 565,000 $4.74
Q3,4 - 2004 575,000 $4.75
Costless collars (NYMEX) Q1 - 2004 360,000 $4.79 - $6.47
Basis swaps (CIG and Northwest) Q1 - 2004 135,000 $0.57
Q2,3 - 2004 55,000 $0.47
Q4 - 2004 41,739 $0.38
Crude Qil Bbl $/Bbl
Fixéd—price swaps (WTT) Q1 - 2004 48,000 $28.57
Q2 - 2004 48,000 $27.65
Q3 -2004 45,000 $27.29
Q4 - 2004 30,000 $26.96
Fixed-price swaps (Brent) Q1 -2004 45,000 $26.38
- Q2-2004 46,500 $25.86

Q3 -2004 39,750 $25.98 -
Q4 - 2004 32,000 $25.65

(1) These contracts may be subject to margin calls above certain limits established with individual counterparty institutions.

After December 31, 2003, the following derivative contracts
were added to the company’s 2004 hedging program and, com-
bined with the hedges outstanding at December 31, 2003, cover

 approximaely 80% of expected 2004 worldwide crude oil and con-
densate production, and 75% of the U.S. natural gas production.

Contract TypeV Period Deaily Volume Average Price
Crude oil - __Bbl _$/Bbl
Fixed-price swaps (WTT) Q1 - 2004 4,352 $34.13
Q2 -2004 6,300 $32.67
Q3 - 2004 5,915 $31.18
. Q4 - 2004 20,015 $30.28
Fixed-price swaps (Brent) Q1 -2004 4,286 ’ $30.77
- Q2 - 2004 5,300 ~ $29.92
Q3 - 2004 7,100 $29.07

Q4 - 2004 20,000 $28.41 .

(1) These contracts may be subject to margin calls above certain limits established with individual counterparty institutions.

In addition to the company’s hedging program, Kerr-McGee
Rocky Mountain Corp. holds certain gas basis swaps settling
between 2004 and 2008. Through December 2003, the com-
pany treated these gas basis swaps as non-hedge derivatives, and
- changes in fair value were recognized in earnings. On December
31, 2003, the company designated those swaps settling in 2004
as hedges since the basis swaps have been coupled with natural
gas fixed-price swaps, while the remainder settling between 2005
and 2008 will continue to be treated as non-hedge derivatives.
At December 31, 2003, these derivatives are recorded at their fair
value of $23 million, of which $8 million is recorded as a current
asset and $15 million is recorded in investments — other assets.
At December 31, 2002, these derivatives were recorded at their
fair value of $21 million in investments — other assets. The net
gains associated with these non-hedge derivatives were $2 millien,

$8 million and $27 million in 2003, 2002 and 2001, respectively,

and are included in other income in the Consolidated Statement

of Operations.

The company’s marketing subsidiary, Kerr-McGee Energy
Services (KMES), markets natural gas (primarily equity gas) in
the Denver area. Existing contracts for the physical delivery of
gas at fixed prices have not been designated as hedges and are

marked to marker in accordance with FAS 133. KMES has also
entered into natural gas swaps and basis swaps that offset its fixed-
price risk on physical contracts. These derivative contracts lock
in the margins associated with the physical sale. The company
believes that risk associated with these derivatives is minimal due
to the credit-worthiness of the counterparties. The net asset fair
value of these derivative instruments was not material at year-end
2003 and 2002. The fair values of the outstanding derivarive
instruments at December 31, 2003, were based on prices actively
quoted. During 2003, the net loss associated with these derivative
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contracts totaled $12 million, of which $7 million is included as a
reduction of revenue and $5 million is included in other income.
For 2002 and 2001, the net loss associated with these derivative
contracts totaled $20 million and $24 million, respectively, and is

included as a reduction of revenue in the Consolidated Sratement
of Operations. The losses on the derivative contracts are substan-
tially offset by the fixed prlces realized on the physical sale of the

natural gas.

Critical Accounting Policies

Preparation of financial statements in conformity with
accounting principles generally accepted in the United States
requires management to make estimates, judgments and assump-
tions regarding matters that are inherently uncertain and that
ultimately affect the reported amounts of assets, liabilities, revenues
and expenses, and the disclosure of contingent assets and liabili-
ties. However, the accounting principles used by the company
generally do not impact the company’s reported cash flows or
liquidity. Generally, accounting rules do not involve a selection
among alternatives, but involve a selection of the appropriate
policies for applying the basic principles. Interpretation of the
existing rules must be done and judgments made on how the
specifics of a given rule apply to the company.

The more significant reporting areas impacted by manage-
‘ment’s judgments and estimates are assessment of unproved ol
and gas properties for impairment, crude oil and natural gas
reserve estimation, site dismandement and asset retirement obli-
gations, recoverability of assets, environmental remediation,
derivative instruments, litigation, tax accruals, and benefit plahs,
Management’s judgments and estimates in these areas are based
on information available from both internal and external sources,
including engineers, legal counsel, actuarics, environmental stud-
ies and historical experience in similar matters. Actual results
could differ marerially from those estimates as additional mfor—
mation becomes known.

Successiul Efforts Method of Accounting

~+ The company has elected to use the successful efforts
method of accounting for its oil and gas exploration and develop-
ment activities. Exploration expenses, including geological and
geophysical costs, rentals, and exploratory dry holes, are charged
against income as incurred. Costs of successful wells and related
production equipment and developméntal dry holes are capital-

ized and amortized by field using the unit-of-production method"

as oil and gas is produced. The successful efforts method reflects
the inherent volatility in exploring for and producing oil and gas.
The accounting method may yield 51gn1ﬁcantly different operat-
ing results than the full-cost method.

Under the successful efforts method, the costs of drilling an
exploratory well are capitalized pending determination of
whether proved reserves can be attributed to the discovery. In the
case of onshore wells and offshore wells in relatively shallow
water, that determination usually can be made upon or shortly
after cessation of drilling operations. However, such determina-
tion may take longer depending on, among other things, the
amount of hydrocarbons encountered, results of future appraisal
drilling and proximity to existing infrastructure — especially
in the case of deepwater and international exploration. Asa

.
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consequence, the company has capitalized costs associated with
exploratory wells on its balance sheet at any point in time that
may be charged to earnings in a future period if management
determines that commercial quandties of hydrocarbons have not
been discovered. At December 31, 2003, the company had capi-
talized costs of approximarely $143 million associated with such
ongoing exploration activities, primarily in the deepwater Gulf
of Mexico and China.

0l and Gas Reserves and Standardized Measure
of Future Cash Flows

The estimates of oil and gas reserves and associated future
net cash flows are prepared by the company’s geologists and engi-
neers. Only proved oil and gas reserves are included in any
financial statement disclosute. The U.S. Securities and Exchange
Commission has defined proved reserves as the estimated quanti-
ties of crude oil, natural gas and nartural gas liquids which geolog-
ical and engineering data demonstrate with reasonable certainty
to be recoverable in future years from known reservoirs under
existing economic and operating conditions. Even though the
company’s geologists and engineers are knowledgeable and follow
authoritative guidelines for estimating reserves, they must make'a )
number of subjective assumptions based on professional judg-
ments in developing the reserve estimates. Reserve estimates are
updated at least annually and consider recent production levels
and other technical information about each field. Revisions in
the estimated reserves and future cash flows may be necessary due
to a number of factors, including reservoir performance, new
drilling, oil and gas prices and cost changes, technological
advances, new geological or geophysical data, or other economic
factors. See Notes 32 and 33 to the Consolidated Financial -
Statements for information concerning historical changes in
reserve estimates and standardized measure of future cash flows
for each-of the last three years. The company cannot predict the
amounts or timing of furure reserve revisions.

Depreciation and depletion rates are calculated using both
reserve quantity estimates and the capiralized costs of producing

* properties. As the estimated reserves are adjusted, the deprecia-

tion and depletion expense for a property will change, assuming

- no change in production volumes or the costs capitalized.

Estimared reserves also are used as the basis for calculating the
expected future cash flows from a property, which are further
used to analyze a property for potental impairment. In addition,
reserves are used to estimate the company’s supplemental disclo-

“sure of the standardized measure of discounted future net cash

flows relating to its oil and gas producing activities. Changes in

 estimated reserves are considered changes in estimates for

accounting purposes and are reflected on a prospective basis.




Site Dismantlement and Asset Retirement Obligations
The company has significant obligations for the dismantle-

" ment and removal of its oil and gas production and related facili-
ties. Estimating future asset removal costs is difficult and requires
management to make estimates and )udgments since most of the
removal activities will occur several years in the future. Asset
removal technologies and costs are constantly changing, as are
political, environmental, safety and public relations considera-
tions that may ultimately impact the amount of the obligation.
In June 2001, the FASB issued FAS 143, “Accounting for Asset
Rerirement Obligations,” which the company adopted on
January 1, 2003. The impact of this new standard is discussed

~-below in the New/Revised Accounting Standards section.

Impairment of Assets
All long-lived assets are assessed for potential impairment

when events or changes in circumstances indicate that the carry-
ing value of the asset may be greater than its future net cash

" flows. The evaluations involve a significant amount of judgment
‘since the results are based on estimated future events, such as
future sales prices for oil, gas or chemicals; future costs to pro-
duce these products; estimates of future oil and gas reserves to be
recovered; development costs and the timing thereof; the eco-
nomic and regulatory-climates; and other factors. The need to
test a property for impairment may result from significant
declines in sales prices, unfavorable adjusements to oil and gas
reserves, increases in operating costs, and changes in environmen-
tal or abandonment regulations. Assets held for sale are reviewed
for potential loss on sale when the company approves the plan to
sell and thereafter while the asser is held for sale. Losses are mea-
sured as the difference between fair value less costs to sell, and the
assets’ carrying value. Estimates of anticipated sales prices are
highly judgmental and subject to material revision in future peri-
ods. Goodwill is tested annually for impairment, or more fre-
quently if impairment indicatcrs arise. The company completed-
its annual test for impairment of goodwill and indefinite-lived
intangible assets as of June 30, 2003, with no impairment loss
indicated. The company cannot predict when or if future impair-
ment charges for held-for-use assets, goodwill or intangibles, or
losses associated with held-for-sale properties will be recorded.

Derivative instruments

The company is exposed to risk from fluctuations in crude
oil and nartural gas prices, foreign currency exchange rates, and
interest rates. To reduce the impact of these risks on earnings and
to increase the predictability of its cash flow, from time to time
the company enters into certain derivative contracts, primarily
swaps and collars for a portion of its oil and gas production, for-
ward contracts to buy and sell foreign currencies, and interest rate
swaps. The company accounts for all its derivative instruments,
including hedges, in accordance with FAS 133, “Accounting for
Derivative Instruments and Hedging Activities.” The commod-
ity, foreign currency and interest rate contracts are measured at
fair value and recorded as assets or liabilities in the Consolidated
Balance Sheet. When available, quoted market prices are used in
determining fair value; however, if quoted market prices are not
available, the company estimates fair value using cither quoted

matket prices of financial instruments with similar characteristics
or other valuation techniques. The counterparties to these con-
tractual arrangements generally are limited to major institutions.

Environmental Remediation, Lnﬁnga}ﬁu@m amﬂ Other
Gontingency Reserves

Kerr-McGee management makes judgments and estimates
in accordance with applicable accounting rules when it estab-
lishes reserves for environmental remediation, litigation and other
contingent matters. Provisions for such matters are charged to
expense when it is probable that a liability has been incurred and -
reasonable estimates of the liability can be made. It is not possi-
ble for management to reliably estimate the amount and timing
of all future expenditures related to environmental, legal or other
contingent matters because of continually changing laws and reg-
ulations, inherenc uncertainties associated with court and regula-
tory proceedings as well as cleanup requirements and related
work, the possible existence of other potentially responsible par-
ties, and the changing political and economic environment. For

. these reasons, actual environmental, litigation and other contin-

gency costs can vary significantly from the company’s estimates.
For additional information about contingencies, refer to the
Environmental Matters section that follows and Note 16.

Tasx Accruals
The company has operations in several countries around the
world and is subject to income and other similar taxes in these
countries. The estimation of the amounts of income tax to be
recorded by the company involves interpretation of complex tax
laws and regulations, evaluation of tax audit findings, and assess-
ment of how the foreign taxes affect domestic taxes. Although
the company’s management believes its tax accruals are adequate,
differences may oceur in the future, depending on the resolution
of pending and new tax matrters.”

- Benefit Plans

The company provides defined benef 1t retirement plans and
certain nonqualified benefits for employees in the U.S., UK., -
Germany and the Netherlands and accounts for these plans in
accordance with FAS 87, “Emiployers’ Accounting for Pensions.”

“ The various assumptions used and the attribution of the costs to

periods of employee service are fundamental to the measurement
of net periodic cost and pension obligations associated with the
retirement plans, ,

One of the significant assumptions used to account for the
company’s pension plans is the expected long-term rate of return
on plan assets. The expected long-term rate of return forecasting
methodology is based on a capital asset pricing model using
historical data. Based on this information, the company selected
8.3% for 2003 and 2004 for U.S. pension plans.

Another significant assumption for pension plan accounting
is the discount rate. The company selects a discount rate as of
December 31 each year for U.S. plans to reflect average rates
available on high-quality fixed income debr instrumenss during
December of that year. The average Moody’s Long-Term AA
Corporate Bond Yield for December is used as a gulde in the
selection of the discount rate for U.S. pension plans. For December
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2002, the average Moody’s Long-Term AA Corporate Bond Yield -

was 6.63%, and the company chose 6.75% as its discount rate at
the end of 2002. For December 2003, the average Moody’s Long-
Term AA Corporate Bond Yield was 6.04%, and the company
chose 6.25% as its discount rate at the end of 2003. This decrease
in the discount rate effective Decemnber 31, 2003, is expected to
increase 2004 net periodic pension cost by $5 million but not affect
expected contributions to fund the pension plans.

The rate of compensation increase is another significant
assumption used in the development of accounting information for
pension plans. The company determines this assumption based on.
its long-term plans for compensation increases and current economic

conditions. Based on this information, the company selected 4.5% |

at December 31, 2002 and 2003, for U.S. pensions plans.

The net effect the U.S. pension plans had on results of oper-
ations-for 2003 was $32 million of income due to the expected
return on assets exceeding other pension charges. The total expected

. return on assets of the U.S. pension plans for 2003 was $117 mil-

lion, compared with an actual return of $189 million. During 2003,
the company’s contributions to the retirement plans totaled $5 mil-
lion for certain U.S. nonqualified plans and foreign plans.

When calculating expected return on plan assets for U.S.
pension plans, the company uses a market-related value of assets
that spreads asset gains and losses (differences between actual return
and expected return) over five years. As of January 1, 2004, the
amount of unrecognized lossés on U.S. pension assets was $188 mil-
lion. As these losses are recognized during future years in the mar-
ketrelated value of assets, they will resule in cumulative increases
in net periodic pension cost of $16 million in 2005 through 2008.

Environmental Matters

The company’s affiliates are subject to various environmen-
tal laws and regulations in the United States and in foreign coun-
tries in which they operate. Under these laws, the company’s
affiliates are or may be required 1o obrtain or maintain permits
and/or licenses in connection with their operations. In addition,
under these laws, the company’s affiliates are or may be required
to remove or mitigate the effects on the environment due to the
disposal or release of certain chemical, petroleum, low-level
radioactive and other substances at various sites. Environmental
laws and regulations are becoming increasingly stringent, and
compliance costs are significant and will continue to be signifi-
cant in the foreseeable furure. There can be no assurance that
such laws and regulations or any environmental law or regulation
enacted in the future will not have a material effect on the com-
pany’s operations or financial condition.

Sites at which the company’s affiliates have environmental
responsibilities include sites that have been designated as Superfund
sites by the U.S. Environmental Protection Agency (EPA) pursuant
to the Comprehensive Environmental Response, Compensation,
and Liability Act of 1980 (CERCLA), as amended, and thar are
included on the National Priority List (NPL). As of December
31, 2003, the company’s affiliates had received notices that they
had been named potentially responsible parties (PRP) with respect
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A 25 basis point increase/decrease in the company’s expected
long-term rate of return assumption as of the beginning of 2004
would decrease/increase net periodic pension cost for U.S. pen-
sion plans for 2004 by $3 million. The change would not affect

" expected contributions to fund the company’s U.S. pension plans.

The company also provides certain postretirement health
care and life insurance benefits and accounts for the relared plans
in accordance with FAS 106, “Employers’” Accounting for
Postretirement Benefits Other Than Pensions.” The postretire-
ment benefit cost and obligation are also dependent on the com-
pany’s assumptions used in the acruarially determined amounts.
These assumptions include discotnt rates (discussed above),
health care cost trend rates, inflation rates, retirement rates, mor-
tality rates and other factors. The health care cost trend assump-
tions are developed based on historical cost data, the near-term
outook and an assessment of likely long-terin trends. Assumed
inflation rates are based on an evaluation of external market indi- *
cators. Retirement and mortality rates are based primarily on
actual plan experience. See Note 24 for a discussion of the
Medicare Prescription Drug, Improvement and Modernization
Act of 2003 as it relates to the company’s postretirement health
care plan. |

The above description of the company’s critical accounting
policies is not intended to be an all-inclusive discussion of the
uncertainties considered and estimates made by management in
applying accounting principles and policies. Results may vary
significantly if different policies were used or required and if new
or different information becomes known to management.

to 13 existing EPA Superfund sites on the NPL that require reme-
diation. The company does not consider the number of sites for
which its affiliates have been named a PRP to be the determining
factor when considering the company’s overall environmental lia-
bility. Decommissioning and remediation obligations, and the
attendant costs, vary substantially from site to site and depend on
unique site characteristics, available technology and the regula-
tory requirements applicable to each site. Additionally, the com-
pany’s affiliates may share liability at some sites with numerous
other PRPs, and the law,currently imposes joint and several lia-
bility on all PRPs under CERCLA. The company’s affiliates are

“also obligated to perform or have performed remediation or

remedial investigations and feasibility studies at sites that have not
been designated as Superfund sites by EPA. Such work is frequently
undertaken pursuant to consent orders or other agreements.

Current Businesses

"The company’s oil and gas affiliates are subject to numerous
international, federal, state and local laws and reguilations relating
torenvironmental protection. In the United States, these include
the Federal Water Pollution Control Act, commonly known as
the Clean Water Act, the Clean Air Act and the Resource
Conservation and Recovery Act (RCRA). These laws and regula-

-




tions govern, among other things, the amounts and types of sub-
stances and materials that may be released into the environment;
the issuance of permits in connection with exploration, drilling
and production activities; the release of emissions into the atmos-
phere; and the discharge and disposition of waste materials.
Environmental laws and regulations also govern offshore oil and
gas operations, the implementation of spill prevention plans, the
reclamation-and abandonment of wells and facility sies, and the
remediation and moniroring of contaminated sites. The company’s
chemical afiliates are subject to a broad array of international, -
federal, state and local laws and regulations relating to environ-

mental protection, including the Clean Water Act, the Clean Air .

Act, CERCLA and RCRA. These laws require the company’s
affiliates to undertake various activities to reduce air emissions,
eliminate the generation of hazardous waste, decrease the volume
of wastewater discharges and increase the efficiency of energy use.

Discontinued Businesses
The company?s affiliates historically have held interests in
various businesses in which they are no longer engaged or which
they intend to exit. Such businesses include the refining and
marketing of oil and gas and associated petroleum products, the
mining and processing of uranium and thorium, the production
of ammonium perchlorate, and other activides. Additionally, the
company expects to complete its exit from the forest products
business by the end of 2004. Although the company’s affiliates
are no longer engaged in certain businesses or have announced
their intention to exit certain businesses, residual obligations may
still exist, including obligations related to compliance with envi-
ronmental faws and regulations, including the Clean Water Act,
the Clean Air Act, CERCLA and RCRA. These laws and regula-
tions require company affiliates to undertake remédial measures
at sites of current or former operations or at sites where waste was
disposed. For example, company affiliates are required to con-
duct decommissioning and environmental remediation at certain
refineries, distribution facilities and service stations they owned
and/or operated before exiting the refining and marketing busi-
ness in 1995. Company affiliates also are required to conduct
decommissioning and remediation activities at sites where they
were involved in the exploration, production, procéssing and/or
sale of uranium or thorium. Additionally, the company’s chemi-
cal affiliate may be required to decommission and remediate its
wood-treatment facilities as part of its plan to exit the forest
products business.

Environmental Costs

Expenditures for environmental protection and cleanup for
each of the last three years and for the three-year period ended
December 31, 2003, are as follows:

(Millions of dolla.l_'s) 2003 2002 2001 Total
Charges to environmental reserves  $104  $128  $142 . $374
Recurring expenses » 37 57 113
Capital expenditures 18 22 21 -6l

Total $142 3187 3220  $548

In addition to past expenditures, reserves have been estab-
lished for the remediation and restoration of active and inactive
sites where it is probable that future costs will be incurred and the
liability is reasonably estimable. For environmental sites, the
company considers a variety of matters when setting reserves,
including the stage of investigation; whether EPA or another rele-

* vant agency has ordered action or quantified cost; whether the

company has received an order to conduct work; whether the
company participates as a PRP in the Remedial Investigation/’
Feasibility Study (RI/FS) process and, if so, how far the RI/FS
has progressed; the status of the record of decision by the relevant
agency; the status of site characterization; the stage of the reme-
dial design; evaluation of existing remediation technologies; the
number and financial condition of other potential PRPs; and
whether the company reasonably can evaluate costs based upon a
remedial design and/or engineering plan.

After the remediation work has begun, additional accruals

or adjustments to costs may be made based on any number of

developments, including revisions to the remedial design; unan-
ticipated construction problems; identification of additional areas
or volumes of contamination; inability to implement a planned
engineering design or o use planned technologies and excavation
methods; changes in costs of labor, equipment and/or technol-
ogy; any additional or updated engineering and other studies;

.and weather conditions.

As of December 31, 2003, the company’s financial reserves
for all active and inactive sites totaled $259 million. This includes
$105 million added in 2003 for active and inactive sites. In the
Consolidated Balance Sheet, $161 million of the total reserve is
classified as a deferred credit, and the remaining $98 million is
included in current liabilities. Management believes that currently
the company has reserved adequately for the reasonably estimable
costs of known environmental contingencies. However, additional
reserves may be required in the future due to the previously noted
uncertaindes. Additonally, there may be other sites where the com-
pany has potential liability for environmental-related matters bur
for which the company does not have sufficient information to
determine that the liability is probable and/or reasonably estimable
The company.has not established reserves for such sites.

The following table reflects the company’s portion of the
known estimated costs of investigation and/or remediation that
are probable and estimable. The table summarizes EPA Superfund
NPL sites where the company and/or its affiliates have been
notified it is a PRP under CERCLA and other sites for which the
company had some ongoing financial involvement in investigation
and/or remediation at year-end 2003. In the table, aggregated
information is presented for certain sites that are individually
not 51gn1ﬁcant (having a remaining reserve balance of less than
$10 million) or for which the company has not recorded a reserve

. because the liability is not probable and/or reasonably estimable.

Amounts reported in the table for the West Chicago sites are
not reduced for actual or expected reimbursement from the U.S.
government under Title X of the Energy Policy Act of 1992
(Title X), described in Note 16 to the Consolidated Financial
Statements.
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|
Toral Remaining
Expenditures Reserve Balance at
Through 2003 December 31, 2003 Total
Location of Site ‘Stage of Investigation/Remediation * (Millions of dollars)
EPA Superfund sites on National
’ Priority List (NPL) ; -
West Chicago, 1L Remediation of thorium railings at Residential -
Vicinity areas Areas and Reed-Keppler Park is substantially
complete. An agreement in principle for cleanup
of thorium tailings at Kress Creek and Sewage
Treatment Plant has been reached with relevant
agencies; court approval expected in 2004, $ 113 ' $ 84 $ 197
Milwaukee, Wis. : ' Completed soil cleanup ar former wood-treatment
facility and began cleanup of offsite tributary
creck. Groundwater remediation is continuing. 31 11 42
Othersites Sites where the company has been named a PRP,
. ‘including landfills, wood-treating sites, a mine site
and an oil recycling refinery. These sites are in various ,
stages of investigation/remediation. 33 12 45
| - . - S 177 107 284
Sites under consent order,
license or agreement, not on '
EPA Superfund NPL
West Chicago, IIl. Excavation of contaminated soils at former thorium mill
Former manufacturing is substantially complete, and soil removal is expected
facility to be substantially completed in 2004. Groundwater ,
monitoring and/or remediation will continue. - 424 12 436
Cushing, Okla. ‘ ’Remediation of thorium and uranium residuals is \
expected to be substantially completed in 2004,
Investigation and remediation addressing hydrocarbon -
" contamination is continuing 123 22 145
Henderson, Nev. Groundwater treatment to address perchlorate
. contamination is being conducred under consent
order with Nevada Department of Environmental
Protection. 106 23 129
Mobile, Ala. - Groundwater treatment in compliance with NPDES -
. permit and closure of surface impoundments is ongoing. — 11 11
; Other sites . Sites related to wo'od’—treatment, chemical production,
landfills, mining, oil and gas production, and petroleum
""" ST - - - refining, distribution and marketing. These sites are in
B i various stages of investigation/remediation. 297 84 381
g ~ ' o 950 152 1,102
Towl . ' $1,127 $259 $1,386
The company has not recorded in the financial statements Sites specifically identified in the table above are discussed
potential reimbursements from governmental agencies or other in Note 16 to the Consolidated Financial Statements. Any discus-
third parties, except for amounts due from the U.S. government sion in Note 16 of the West Chicago, Illinois; Henderson, Nevada;
under Tide X for costs incurred by the company on its behalfand ~ Milwaukee, Wisconsin; Cushing, Oklahoma; and Mobile,
recoveries under certain insurance policies. If recoveries from third  Alabama, sites is incorporated herein by reference and made
parties, other than recovery from the U.S. government under Title fully a part hereof.

X and recoveries under certain insurance policies, become proba-
ble, they will be disclosed but will not generally be recorded in
the financial statements until received.

~
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New/Revised Accounting Standards

In June 2001, the Financial Accounting Standards Board
(FASB) issued Statement of Financial Accounting Standards
(FAS) No. 143, “Accounting for Asset Retirement Obligations.”
FAS 143 requires that an asset retirement obligation (ARQO) asso-
ciated with the retiremenc of a tangible long-lived asset be recog-
nized as a liability in the period in which it is incutred or
becomes determinable (as defined by the standard), with an asso-
ciated increase in the carrying amount of the related long-lived
asset. The cost of the tangible asset, including the initially recog-
nized asset retirement cost, is depreciated over the useful life of
the asset. The ARO is recorded ar fair value, and accretion
expense will be recognized over time as the discounted liability is
accreted to its expected settlement value. The fair value of the
ARQ is measured using expected future cash outflows discounted
atthe company’s credit-adjusted risk-free interest rate.

The company adopted FAS 143 on January 1, 2003, which
resulted in an increase in net property of $108 million, an increase
in abandonment liabilities of $161 million and a decrease in deferred
income tax liabilities of $18 million. The net impact of these
changes resulted in an after-tax charge to earnings of $35 million
1o recognize the cumulative effect of retroactively applying the new
accounting principle. In accordance with the provisions of FAS
143, Kerr-McGee accrues an abandonment liability associated with
~ its oil and gas wells and platforms when those assets are placed in

service, rather than its past practice of accruing the expected aban-

donment costs on a unit-of-production basis over the productive
life of the associated oil and gas field. No market risk premium
has been included in the company’s calculation of the ARO for
oil and gas wells and platforms since no reliable estimate can be
made by the company. -In connection with the change in account-
ing principle, abandonmenct expense of $40 million in 2002 and
$34 million in 2001 has been reclassified from costs and operat-
ing expenses to depreciation and depletion in the Consolidared
Statement of Operations to be consistent with the 2003 presenta-
tion. In January 2003, the company announced its plan to close
the synthetic rutile plant in Mobile, Alabama, and closed the plant
in June 2003. Since the plant had a determinate closure-date, the
company accrued an abandonment liability of $18 million asso-
ciated with its plans to decommission the Mabile facility in con-
nection with the adoption of FAS 143.

In November 2002, the FASB issued FASB Interpretation
(FIN) No. 45, “Guarantor’s Accounting and Disclosure Require-
ments for Guarantees, Including Indirect Guarantees of Indebt-
edness.of Others - an Interpretation of FASB Statements No. 5,

57, and 107 and Rescission of FASB Interpretation No. 34.” For '

certain guarantees, FIN 45 requires recognition at the inception
of a guarantee of a liability for the fair value of the obligation
assumed in issuing the guarantee. FIN 45 also requires expanded
disclosures for outstanding guarantees, even if the likelihood of
the guarantor having to make any payments under the guarantee
is considered remote. The recognition provisions of FIN 45 were
effective for guarantees issued or modified after December 31,
2002. The company has not issued or modified any material
guarantees within the scope of FIN 45 during 2003; therefore,
implementation of this new standard has not impacted its con-
solidated financial condition or results of operations.

In January 2003, the FASB issued FIN No. 46,
“Consolidation of Variable Interest Entities - an Interpretation of
ARB No. 51.” This interpretation clarifies the application of
ARB 51, “Consolidated Financial Sratements,” to certain entities
in which equity investors do not have the characteristics of a con-
wolling financial interest or do not have sufficient equity at risk
for the entity to finance its activities without additional subordi-
nated financial support from other parties. Because application
of the majority voting interest requirement in ARB 51 may not

‘identify the party with a controlling financial interest in situa-
p g

tions where controlling financial interest is achieved through
arrangements not involving voting interests, this interpretation
introduces the concept of variable interests and requires consoli-
datior by an enterprise having variable interests in a previously
unconsolidated entity if the enterprise is considered the primary
beneficiary, meaning the enterprise will absorb a majority of the
variable interest entity’s expected losses or residual rerurns. For
variable interest entities in existence as of February 1, 2003, FIN
40, as originally issued, required consolidation by the primary
beneficiary in the third quarter of 2003. In October 2003, the
FASB deferred the effective date of FIN 46 to the fourth quarter.
In accordance with the provisions of FIN 46, the company
has consolidated the business trust created to construct and
finance the Gunnison production platform. Accordingly, the

‘assets and liabilities of the trust are reflected in the company’s

Consolidated Balance Sheet at December 31, 2003, which includes
$83 million in property, plant and equipment, $4 million in
accrued liabilities, $75 million in long-term debt and $4 million
in minority incerest (See Notes 1 and 9). The company has
reviewed the effects of FIN 46 relative to its other relationships
with possible variable interest entities, such as the lessor trusts
that are party to the Nansen and Boomvang operating leases and
certain joint-venture arrangements, and.has determined that con-
solidation of these entities is not required.

The company applies the provisions of FAS 19, “Financial
Accounting and Reporting by Oil and Gas Producing Companies,”
for the accounting of oil and gas mineral rights held by lease or
conrract and accordingly classifies these assets as property, plant
and equipment. This classification is the long standing and cur-
rent industry standard and is consistent with most mineral rights
case law (that is, mineral rights generally are treated as interests
in real property and real property laws are used-to interpret the
leases). However, the SEC has asked that the Emerging Issues
Task Force (EITF) consider whether mineral rights are intangible
assets under the guidance provided by FAS 141, “Business
Combinations,” and FAS 142, “Goodwill and Other Intangible

. Assets.” If suchinterests are deemed to be intangible assets by

the EITF, mineral rights to extract oil and gas for both undevel-
oped and developed leaseholds may be reclassified separately as
intangible assets. '

Even though management believes the company’s current
balance sheet classification is required under generally accepred
accounting principles, reclassification may be necessary in the
future when further guidance is provided by the EITE However,
it is not currendy clear which mineral rights might have to be
reclassified as intangible assets — all producing and nonproducing
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Jeaseholds, only nonproducing leaseholds or only feascholds
acquired in business combinations since the effective date of
FAS 141. Any such reclassification would not affect the com-
pany’s total assets, net worth, cash flows or results of operations.
A reclassification could negatively impact osie of the company’s
debt covenants and certain contractual obligations that require
the company to maintain a certain level of tangible net worth,
absent waiver or amendment of such provisions. These mineral
rights would continue to be amortized in accordance with

FAS 19.. At December 31, 2003 and 2002, the company had

‘total producing leasehold costs for mineral interests of approxi-
mately $1.6 billion, net of accumulated depletion and amortization,
and nonproducing leasehold costs of approximately $.5 billion,
net of accumulated depletion and amortizadion. Of these amounts,
leasehold costs, net of accumulared dep etion and amortization,
acquired in business combinations since the effective date of

FAS 141 were approximately $1.3 billion and $1.4 billion of pro-
ducing leaschold costs ac December 31, 2003 and 2002, respec-
tively, and $.1 billion of nonproducing leasehold costs at both
December 31, 2003 and 2002.

Responsibility for Financial Reporting

The company’s management is responsible for the integrity
and objécuvity of the financial data contained in the financial
statements. These financial starements have been prepared in
conformity with generally accepted accounting principles appro-
priate under the circumstances and, where necessary, reflect
informed judgments and estimares of the effects of certain events
and transactions based on currently available information ac the
date the financial statements were prepared.

" The company’s managemenc depends on the company’s sys-
tem of internal accounting controls to assure itself of the reliabil-
ity of the financial statetents. The internal control system is
designed to provide reasonable assurance, at appropriate cost,
that assets are safeguarded and transactions are executed in accor-
dance with management’s authorizations and are recorded prop-
erly to permit the preparation of financial statements in accor-
dance with generally accepted accounting principles. Periodic

reviews are made of internal controls by the company’s staff of
internal auditors, and corrective action is taken if needed.

The Board of Directoss reviews and monitors financial state-
ments through its audit committee, which is composed solely of
directors who are not officers or employees of the company and
who satisfy the independence requirements of the Securities and
Exchange Commission and the New York Stock Exchange. The
audit committee meets regularly with the independent auditors,
internal auditors and management to review internal accounting
controls, auditing and financial reporting mattets.

The independent auditors are engaged to provide an objec-
tive and independent review of the company’s financial state- -
ments and to express an opinion thereon. Their audits are con-
ducred in accordance with generally accepted auditing standards,
and their report is included below.

Report of Independent Auditors

The Board of Directors and Stockholders
Kerr-McGee Corporation

We have audited the accompanying consolidated balance
sheets of Kerr-McGee Corporation as of December 31, 2003
and 2002, and the related consolidated statements of operations,
comprehensive income and stockholders’ equity, and cash flows
for each of the three years in the period ended December 31, 2003.
These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these
financial statements based on our audits.

- We conducted our audits in accordance with auditing stan-
dards generally accepted in the United States. Those standards
require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of mare-
rial misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial
statements. An audic also includes assessing the accounting prin-
ciples used and significant estimates made by management, as well

Oklahoma City, Oklahoma
March 3, 2004
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as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above
present fairly, in all material respects, the consolidated financial
position of Kerr-McGee Corporation at December 31, 2003 and
2002, and the consolidated results of its operations and its cash
flows for each of the three years in the period ended December
31, 2003, in conformity with accounting pr1nc1ples generally
accepted in the United States.

As discussed in Notes 1 and 13 to the consolidated financial
statements, effective January 1, 2003, the Company adopted
Statement of Financial Accounting Standards No. 143, Accounting
Jor Asset Retirement Obligations. As discussed in Notes 1, 9 and
17 to the consolidated financial statements, effective December

" 31,2003, the Company adopted FASB Interpretation No. 46,

Consolidation of Variable Interest Enriries. As discussed in Notes 1
and 18 to the consolidated financial statements, effective January
1, 2001, the Company adopted Statement of Financial
Accounting Standards No. 133, Accounting for Derivative
Instruments and Hedging Activisies.

fs{ ERNST & YOUNG LLP




Consolidated Statement of @p@mtﬁdms

(Millions of dollars, except pet-share amounts) 2003 2002 2001
Revenues . $4,185 $3,646 $3,555
Costs and Expenses .
Costs and operatinﬂg expenses 1,668 1,456 - 1,264
Selling, general and adminiscrative expenses 371 313 228
Shipping and handling expenses 140 125 111
Depreciation and depletion 745 814 747
Accretion expense ‘ 28 — —
Impairments on assets held for use 14 652 76
Loss (gain) associated with assers held for sale ‘ (45) 176 —_
Exploration, including dry holes and amortization of undeveloped leases ° 354 . 273 © 210
Taxes, other than income taxes 98 104 114
Provision for environmental remediation and restoration, .
net of reimbursements 62 80 32
Interest and debt expense 251 275 195
Total Costs and Expenses 3,683 4,268 3,027
502 (622) 528
Other Income (Expense) {59} (35) 224
Income {Loss) from Continuing Operations befere Income Taxes 443 (657) 752
Benefit {Provision) for Income Taxes (189) 46 (276)
Income (Loss) from C@mmwﬁmg Operations 254 (611) 476
¢ . Income from Discontinued Operatiens, including tax expense (benefit) ) ,
of $(22) in 2002 and $22 in 2004 — 126 30
Cumulative Effect of Change in Accounting Principle, including . .
tax benefit of $18 in 2003 and $11 in 2004 (35) — 20
. Net Income (Loss) $ 219 $ (485) $ 486
Income (Loss) per Commeon Share
Basic —
Continuing operations - §$ 282 $ (6.09) $ 491 -
Discontinued operations - 1.25 -3t
Cumulative effect of accounting change (-34) — (21
Net income (loss) $ 218 $ (4.84) $ 5.01
Diluted - ,
Continuing operations $ 248 $ (6.09) $ 4.65
Discontinued operations - - 1.25 ) 28
" Cumulative effect of accounting change (.34) — (.19)
Net income (loss) $ 247 $ (4.84) $ 4.74

The accompanying notes are an integral part of this statement.
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Consolidated Statement of Comprehensive Income and S&@@kh@ﬂ@]@ws’ Equity

: Accumulated
Compre- . Other ‘Deferred Total
hensive Capital in Compre- Compen- Stock-
. ‘ Income Common Excess of Retained hensive Treasury sation holders’
(Millions of dollars) (Loss) Stock Par Value Earnings Income (Loss) Stock and Other Equity
Balance December 31, 2000 . $101 $1,660 $1,233 $113 $(383) $(91) $2,633
Net income’ , $ 486 — — 486 . — — = 486
Unrealized (losses) on securities, ’
net of $12 tax benefit (22) — — — (22) — — (22)
Reclassification of unrealized gains ' '
on securities to net income, ’ : ’
net of $63 tax provision T (118) — — — {118) — — {118)
Record fair value of cash flow hedges, ’
net of $1 tax benefit 3) — — — BN G)) — — 3
- Change in fair value of cash flow .
- hedges, net of $5 tax benefit (1% — S — — (15) — — 1s)
b Foreign currency translation adjustment  (17) —_ — — azn - — — a7
""""" Minimum pension liability- T :
_______ . adjustment, net of $1 tax benefic 2 —_ — — (2) — — (2)
. ‘ Shares issued S — 6 382° — — — — 388
= Treasury stock cancelled — % (371) — —_ 378 — —
= Dividends declared ($1.80 per share)  — — — (176) — = — (176)
~ Other — = 5 — — 5 10 20
= Balance December 31, 2001 100 1,676 1,543 (64) — (81) 3,174
= Net loss o $(485) — — (485) — —_ = (485)
- Unrealized gains on securities, . ) :
E - : net of $4 tax provision 7 — —_ - 7 — — 7
Change in fair value of cash flow ' ) :
hedges, net of $23 tax benefit (39 p— —_ = (39) — — (39
b Foreign currency translation adjustment 48 — — — 48 — — 48
3 Minimum pension liability :
adjustment, net of $9 tax benefit (14) — — — (14) — — (14)
- Shares issued - —_— 5 — — — — )
43 ’ Dividends declared ($1.80 per share}  — — — (181) — — —_ (181)
4 Other — 6 9 ,— — 6 21
- Total . $(483). /
= Balance December 31,2002 100 1,687 886 62W — 75 2536
4 Net income $ 219 — — 219 - — — — 219
- Unrealized gains on securities of $6
and reclassification of realized . . )
3" gains of $(7), net of tax provision {1) - — — — (1)- — —_ (1)
E Change in fair value of cash ]
] flow hedges, net of $35 tax benefit {31) — — — (31) — = {31)
E Foreign currency translaton adjustment 56 — - — 56 — — 56
- ~ Minimum pension liability ‘ ‘
j adjustment, net of $5 tax benefit 72 — — D — — %
Shares issued S — - 1 — e 1
3 Restricted stock activity — 1 21 — — (1) (10 11
7: . ESOP deferred compensation — — — — — — 32 32
- Dividends declared ($1.80 per sharey —— — — (182) — — — (182)
; Other — — 0 4 — n — -2
Total $ 236 ‘ ) ‘
Balance December 31, 2003 $101  $1,708  $ 927 $4s)V $ (2 $(53)  $2,636

] (1) The balance of the items in Accumulated Other Comprehensive Income (Loss) at December 31, 2003 and 2002, includes — untealized gains on securities, $5 million and
. $6 million; fair value of cash flow hedges, $(88) million and $(57) million; foreign cutrency translation adjustments, $62 million and $6 million; and minimum pension liability,
. $(24) million and $(17) million, respectively.

1 The accompanying notes are an integral part of this stacemerit.
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Consolidated Balance Sheet

2003 2002

(Millions of dollars)

ASSETS

Current Assets a
Cash § 142 $ 90
Accounts receivable, net of allowance for doubtful .

accounts of $10 in 2003 and 2002 583 608
Inventories 394 402
Investment in equity securities 510 —
Deposits, prepaid expenses and other assers i27 133
Current assets associated with properties held for disposal 1 57

Total Current Assets . ' 4,787 1,290
Investments
Equiry affiliates 123 -123
Investment in equity securities, - 457
Other assets 125 127
Property, Plant and Equipment - Net 7,487 7,036
Deferred Charges 317 328
Goodwill : - 357 356
Long-Term Assets Assoclated with Properties Held for Disposal 28 192
Total Assets $10,174 $9,909
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities
Accounts payable $ 735 $ 772
" Long-term debt due within one year 574 106
Taxes on income ) 127 170
Taxes, other than income taxes 37 40
Accrued liabilities 759 520
Current liabilities associated wich properties held for disposal - 2
Total Current Liabilities 2,232 1,610
Long-Term Debt 3,084 - 3,798
Deferred Credits and Reserves ‘
Income taxes o - 1,258 1,145
Asset retirement obligations 04 222
Other » 565 582
Total Deferred Credits and Reserves 2,225 1,949
Long-Term Liabilities Associated with Properties Held for Disposal — 16
Stockholders’ Equity
Common stock, par value $1.00 — 300,000,000 shares authorized, ) - ’

100,892,354 shares issued in 2003 and 100,391,054 shares issued in-2002 104 100
Capiral in excess of par value 1,708 1,687
Preferred stock purchase rights -4 1
Retained earnings 827 - 886
Accumulated other comprehensive loss (45) (62)
Common stock in treasury, at cost — 31,924 shares in 2003 and 7,299 shares in 2002 {2) S
Deferred compensation (54) . (76)

Total Stockholders’ Equity 2,636 2,536
Total Liabilities and Stockholders’ Equity $40,174 $9,909

The “successful efforts® method of accounting for oil and gas exploration and production activities has been followed in preparing this balance sheet.

The accompanying notes are an integral part of this balanhce sheet,
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Consolidated Statement of Cash Flows

(Mitlions of dollars)

2003 2002 2001
Cash Flow from Operating Activities )
Net income (loss) ' 7 219 $ (485) $ 486
Adjustments to reconcile 1o net cash provided by operating activities —
Depreciation, depletion and amortization 814 884 813
Accretion expense 25 — —
Deferred income raxes 156 (112) 205
Dry hole costs 181 113 72
Impairments on assets held for use 14 652 76
{Gain) loss associated with assets held for sale (39) 210 —
Cumulative effect of change in accounting principle 35 — 20
Provision for environmental remediation and restoration, net of reimbursements 62 89 82
Gains on asset retirements and sales {4 (110 (12)
Noncash items affecting net incomé 144 100 . (189)
Changes in current assets and liabilities and other,.net of eﬁ%cts ‘
of operations acquired — -
(Increase) decréase in accounts receivable 80 (104) 278
(Increase) decrease in inventories 22 37 (51)
(Increase) decrease in deposits, prepaids and other assets 12 185 (201)
Increase (decrease) in accounts payable and accrued habﬂmes (89) 137 (131)
. Increase (decrease) in taxes payable 66 49 {132)
Other {163) (197) (173)
Net cash provided by operating activities 1,518 1,448 1,143
Cash Flow from Investing Activities
Capiral expenditures (984) (1,159 (1,792)
Dry hole costs V (484) (113} (72)
Acquisitions (140) (24) (978)
Purchase of long-term investments {39) (65) (92)
Proceeds from sale of long-term investments 80 12 18
Proceeds from sale of assets 304 756 19 .
Other investing activities 6 _ —
Net cash used in investing activitiés {981) (593) (2,897}
Cash Flow from Financing Activities
Issuance of long-term debt 31 418 2,513
Issuance of common stock -— 5 32
Decrease in short-term borrowings — 8) ¢
Repayment of long-term debr (389) (1,093) (661)
Dividends paid (4181) (181) (173)
Other financing activities (1) — —
Net cash provided by (used in) financing activities (520) {859) 1,702
Effects of Exchange Rate Chaiwges on Cash and Cash Equivalents 5 3 (1)
Net Increase (Decrease) in Cash and Cash [Equﬁvaﬂéms 52 (1) (53)
Cash and Cash Equivalents at Beginning of Year 90 91 144
_ Cash and Cash Equivalents at End of Year 142 - $ - 90 5

The accompanying hotes afe’an integral part of this Statement.”
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Notes to Financial Statements

1

Kerr-McGee is an energy and chemical company with

- worldwide operations. It explores for, develops, produces and
markets crude oil and natural gas, and its chemical operations
primarily praduce and market titanium dioxide pigment. The
exploration and production unit produces and explores for oil
and gas in the United States, the United Kingdom sector of the
North Sea and China. Exploration efforts also extend to Australia,
Benin, Bahamas, Brazil, Gabon, Morocco, Western Szhara,
Canada, Yemen and the Danish and Norwegian sectors of the
North Sea. The chemical unit has production facilities in the
United States, Australia, Germany and the Netherlands.

On August 1, 2001, the company completed the acquisition
of all the outstanding shares of common stock of HS Resources,
Inc., an independent oil and gas exploration and production
company. To accomplish the acquisition, the comparty reorga-

nized and formed a new holding company, Kerr-McGee Holdco, -

which later changed its name to Kerr-McGee Corporation. All
the outstanding shares of the former Kerr-McGee Corporation
were canceled and the same number of shares was issued by the
new holding company. The former Kerr-McGee Corporation
was renamed and is now a wholly owned subsidiary.

Basts of Presentation _
» The consolidated financial stacements include the accounts
~ of all subsidiary companies that are more than 50% owned, the
proportionate share of joint ventures in which the company has
an undivided interest and variable interest entities for which the
company is considered the primary beneficiary. Investments in
affiliated companies that are 20% to 50% owned are catried as
investments - equity affiliates in the Consolidated Balance Sheet
at cost adjusted for equity in undistribured earnings. Except for
. dividends and changes in ownership interest, changes in equity in
undistributed earnings are included in the Consolidated Statement
of Operations. All material intercompany transactions have
been eliminated. ‘

The preparation of financial statements in conformity with
generally accepted accounting principles requires management to
make estimates and assumprions that affect the reported amounts

of assets and liabilities, the disclosure of contingent assets and lia- -

bilities at the date of the financial statements, and the reported
amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates as additional -
information becomes known. .

Discontinued operations in the consolidated financial state-
. ments represent the company’s former oil and gas operations in

Kazakhstan, Indonesia and Australia (see Note 21).

| & | The Company and Significant Accounting Policies

Variable Interest Entitles

In January 2003, the Financial Accounting Standards Board
(FASB) issued FASB Interpretation (FIN) No. 46, “Consolidation
of Variable Interest Entities - an Interpretatlon of ARB No. 51.”
This interpretation clarifies the application of Accounting
Research Bulletin (ARB) 51, “Consolidated Financial Statements,”
to certain entities in which equity investors do not have the
characteristics of a conwrolling financial interest or do not have
sufficient equity at risk for the entity to finance its activities with-
out additional subordinated financial support from other parties.
Because application of the majority voting interest requirement
in ARB 51 may not identify the party with a controlling financial

-Interest in situations where controlling financial interest is achieved

through arrangements not involving voting interests, this inter-
pretation introduces the concept of-variable interests. Consoli-
dation is required by an enterprise having variable interests in a
previously uncensolidated entity if the enterprise is considered the
primary beneficiary, meaning the enterprise will absorb a major-
ity of the variable interest entity’s expected losses or residual returns. -
For variable interest entities in existence as of February 1, 2003,
FIN 46, as originally issued, required consolidation by the primary
beneficiary in the third quarter of 2003. In October 2003, the
FASB deferred the effective date of FIN 46 to December 31, 2003.
In accordance with the provisions of FIN 46, the company
has consolidated the business trust created to construct and finance
the Gunnison production platform. Accordingly, the assecsand

liabilities of the trust are reflected in the company’s Consolidared

Balance Sheet at December 31, 2003, which includes $83 million
in property, plant and equipment, $4 million in accrued liabilities,
$75 million in long—term debtand $4 million in minority interest
{See Notes 9 and 17). The company has reviewed the effects

- of FIN 46 relative to its other relationships with possible variable

ingerest endities, such as the lessor trusts that are party to the
Nansen and Boomvang operating leases and certain joint-venture
arrangements, and has determined that consolidation of these
entities is not required.

Reclassifications

Certain prior year amounts have been reclassified to conform
with the current year presentatxon

In 2003, the company began reporting the net marketmg fee .
received from sales of nonequity North Sea crude oil marketed
on behalf of other partners in revenues. Prior to 2003, the com-
pany reported purchases and sales of nonequity crude oil on a
gross basis. The company believes this change in reporting, which

* has no impact on net income, better reflects the economic sub-

stance of its North Sea marketing arrangements. For 2002 and
2001, the company has reclassified $54 million and $11 million,
respectively, from costs and operating expenses to reduce revenues
in the Consolidated Statement of Operations to conform with

the 2003 presentation.
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In connection with the adoption of the Statement of Finan-
cial Accounting Standards (FAS) No. 143, “Accounting for Asset
Retirement Obligations,” abandonment expense of $40 million
for 2002 and $34 million for 2001 has been reclassified from costs
and operating expenses to depreciation and depletion in the Consol-
idated Statement of Operations. This new standard is discussed
in more detail below. :

Foreign Gurrencies
The U.S. dollar is considered the functional currency for each
of the company’s international operations, except for its European

chemical operations. Foreign currency transaction gains or losses .

are recognized in the period incurred and are included in other
income (expense) in the Consolidated Statement of Operations.
The company recorded net foreign currency transaction gains
(losses) of $(41) million, $(38) million and $3 million in 2003,
2002 and 2001, respectively.

The euro is the functional currency for the European chemi-
cal operations. Translation adjustments resulting from translating
the functional currency financial statements into U.S. dollar equiv-
alents are reported separately in accumulated other comprehen-
sive income in the Consolidated Statement of Comprehensive
Income and Stockholders’ Equity.

Cash Equivalents

The company considers all investments with a marurity
of three months or less to be cash equivalents. Cash equivalents
totaling $72 million in 2003 and $23 million in 2002 were com-
prised of time deposits, certificates of deposit and U.S. govern-
ment securities.

Accounts Receivable and Receivable Sales

Accounts receivable are reflected at their net realizable value,
reduced by an allowance for doubtful accounts to allow for expected
credit losses. The allowance is estimated by management based on
factors such as age of the related receivables and historical experi-
ence, giving consideration to customer profiles. The company does
not generally charge interest on accounts receivable; however, cer-
tain operating agreements have provisions for interest and penal-
ties that may be invoked if deemed necessary. Accounts receivable
are aged in accordance with contract terms and are written off when
deemed uncollectible. Any subsequent recoveries of amounts writ-
ten off are credited to the allowance for doubtful accounts.

Under an asset securitization program, Kerr-McGee sells
selected pigment customers’ accounts receivable to a variable inter-
est entity (VIE). The company does not own any of the common
stock of the VIE, When the receivables are sold, Kerr-McGee
rerains an interest in excess receivables that serve as over-collater-
alization for the program and retains interests for servicing and in
preference stock of the VIE. The interest in the preference stock
is essentially a deposit to provide further credit enhancement to
the securitization program, if needed, but is otherwise recoverable
by the company at the end of the program. The servicing fee
received is estimated by management to be adequate compensa-
tion and is equal.to what would otherwise be charged by an out-
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.associated with such ongoing exploration activities, primarily in

side servicing agent. The company records the loss associated with
the receivable sales by comparing cash received and fair value of
the retained interests to the carrying amount of the receivables
sold. The estimate of fair value of the retained interests is based
on the present value of future cash flows discounted at rates esti-
mated by management to be commensurate with the risks.

Inventories
Inventories are stated at the lower of cost or market. The
costs of the company’s product inventoties are determined by the

first-in, first-out (FIFO) method. Inventory cafrying values include

material costs, labor and associated indirect manufacturing expenses.
Costs for materials and supplies, excluding ore, are determined by
average cost to acquire. Ore inventories are carried at actual cost.

Property, Plant and Equipment

Exploration and Production - Expleration expenses, includ-
ing geological and geophysical costs, rentals and exploratory dry
holes, are charged against income as incurred. Costs of dilling
exploratory wells are capitalized pending determination of whether
proved reserves can be attributed to the discovery. Capitalized costs
associated with exploratory wells may be charged to earnings in a
fueure period if management determines that commercial quantties
of hydrocarbons have not been discovered. At December 31, 2003,
the company had capitalized costs of approximarely $143 million

the deepwarter Gulf of Mexico and China. Costs of successful wells
and related production equipment and developmental dry holes
are capitalized and amortized by field using the unit-of-production
method as the oil and gas are produced.

Undeveloped acreage costs are capitalized and amortized
at rates that provide full amortization on abandonment of unpro-
ductive leases. Costs of abandoned leases are charged to the accu-
mulated amortization accounts, and costs of productive leases are
transferred to the developed property accounts. :

Other - Property, plant and equipment is stated at cost less
reserves for depreciation, depletion and amortization. Mainte-
nance and repairs are expensed as incurred, except that costs
of replacements or renewals that improve or extend the lives of
existing properties are capitalized.

Depreciation and Depletion - Property, plant and equipment
is depreciated or depleted over its estimated life by the unit-of-pro-
duction or the straight-line method. Capitalized exploratory
drilling and development costs are amorrtized using the unit-of-
production method based on total estimated proved developed
oil and gas reserves. Amortization of producing leaschold, plat-
form costs, asset retirement costs and acquisition costs of proved
properties is based on the unic-of-production method using toral
estimated proved reserves. In arriving at rates under the unit-
of-production method, the quantities of recoverable oil, gas and
other minerals are established based on estimates made by the -
company’s geologists and engineers. Non-oil and gas assers ate .
depreciated using the straight-line method over the estxmated
useful lives. ‘




Retirements and Sales - The cost and related depreciation,
depletion and amortization reserves are removed from the respec-

* tive accounts upon retirement or sale of property, plant and equip-
. ment. The resulting gain or loss is included in other income

(expense) in the Consolidated Staternent of Operations.
Interest Capitalized - The company capitalizes interest

"costs on major projects that require an extended length of time

to complete. Interest capitalized in 2003, 2002 and 2001 was
$10 million, $8 million and $31 million, respectively.

Impalrments on Assets Held for Use

Proved oil and gas properties are reviewed for impairment .
on a field-by-field basis when facts and circumstances indicate that
their carrying amounits may not be recoverable. In performing
this review, future cash flows are estimared by applying future oil
and gas prices to future production quantities, less future expen-
ditures niecessary to develop and produce the reserves. If the sum
of these estimated future cash flows (undiscounted and without
interest charges) is less than the carrying amount of the property,
an impairment loss is recognized for the excess of the carrying
amount over the estimated fair value of the property based on
estimated discounted future cash flows.

Other assets are reviewed for impairment by asset group for
which the lowest level of independent cash flows can be idendified
and impaired in a similar manner as proved oil and gas properties.

Gain or Loss on Assets Held for Sale

Assets are classified as held for sale when management
approves a plan of sale that is expected to be completed within
one year. Upon transfer to the held-for-sale category, long-lived
assets are no longer depreciated. Losses are measured at the time
of transfer, and subsequently thereafter, as the difference berween
fair value less costs to sell and the assets’ carrying value. Losses
may be reversed up to the original carrying value as estimates
are revised; however, any gain above the assets’ carrying value at
the date of transfer is only recognized upon disposition.

Revenue Recognition -

Revenue is recognized when title passes to the customer.
Natural gas sales revenues involving gas-balancing arrangements
with partners are recognized when the gas is sold using the entitle-
ments method of accounting and are based on the company’s
net working interests. At December 31, 2003 and 2002, both
the quantity and dollar amount of gas-balancing arrangements -

© were immaterial.

Income Taxes
Deferred income taxes are provided to reflect the future tax
consequences of differences between the tax basis of assets and -

. liabilities and their reported amounts in the financial statements.

Remediation, Restoration and Site Dismantlement Costs
As sites of environmental concern are identified, the company

assesses the existing conditions, claims and assertions, generally

related to former operations, and records an estimated undis-
counted liability when environmental assessments and/or reme-
dial efforts are probable and the associated costs can be reason-
ably estimated.

In June 2001, the FASB issued FAS 143, “Accounting for
Asset Retirement Obligations.” FAS 143 requires that an asset
retirement obligation (ARO) associated with the retirement of a
tangible long-lived asset be recognized as a liability in the period
in which it is incurred or becomes determinable (as defined by
the standard), with an associated increase in the carrying amount
of the related long-lived asset. The cost of the tangible asset,
including the initially recognized asset retirement cost, is depreci-
ated over the useful life of the asset. The ARQ is recorded at fair

value, and accretion expense will be recognized over time as the

+ discounted liability is accreted to its expected settlement value.

The fair value of the ARO is measured using expected future cash
outflows discounted at the company’s credit-adjusted risk-free
interest rate.

The company adopted FAS 143 on January 1, 2003, which
resulted in an increase in net property of $108 million, an increase
in abandonment liabilities of $161 million and a decrease in
deferred income tax liabilities of $18 million. The net impact
of these changes resulted in an after-tax charge to earnings of
$35 million to recognize the cumulative effect of adopting the
new accounting standard. In addition, accretion expense of $25
million was recorded during 2003. In accordance with the provi- -
sions of FAS 143, Kerr-McGee accrues an abandonment liability
associated with its oil and gas wells and platforms when those
assets are placed in service, rather than ics past practice of accru-
ing the expected abandonment costs on a unit-of-production
basis over the productive life of the associated oil and gas field. -
No market risk premium has been included in the company’ cal-
culation of the ARO for oil and gas wells and platforms since no
reliable estimare can be made by the company. Additionally, in
January 2003, the company announced its plan to close the syn-
thetic rutile plant in Mobile, Alabama, and closed the plant in
June 2003. Since the plant had a determinate closure date, the
company accrued an abandonment liability of $18 million as of
January 1, 2003, associated with its plans to decommission the
Mobile facility. Otherwise, the company has not recognized an
asset retirement obligation associated with its operating chemical
facilities, since there is cither no legal obligation or the life of
such facilities is indeterminate.

If the provisions of FAS 143 had been applied retroactively,
pro forma net loss for 2002 would have been $492 million, with
basic and diluted loss per share of $4.91. Pro forma net income
for 2001 would have been $484 million, with basic and diluted
earnings per share of $4.98 and $4.72, respectively.
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Employee Stock Option Plan
FAS 123, “Accounting for Stock-Based Compensation,”

prescribes a fair-value method of accounting for employee stock
options under which compensation expense is measured based
on the estimated fair value of stock options at the grant date and
recognized over the period that the options vest. The company,
however, chooses to account for its stock option plans under the
optional intrinsic-value method of Accounting Principles Board

Opinion (APB) No. 25, “Accounting for Stock Issued to Employ-

ees,” whereby no compensation expense is generally recognized for
fixed-price stock options.

- If compensation expense for stock option grants had been
determined in accordance with FAS 123, the resulting expense
would have affected stock-based compensation expense, net
income and per-share amounts as shown in the following rable.
These amounts may not be representative of future compensation
expense using the fair-value method of accounting for employee

- stock options as the number of options granted in a particular

(Millions of dollars, except per-share amounts) 2083 2002 2001

Net income (loss) as reported $219  $(485)  $486
Less stock-based compensation
expense determined using a fair-

value method, net of taxes (18) (15) (8)
Pro forma net income (loss) $203  $(500) $478
Net income (loss) per share —
Basic ~ ) A
As reported $2.48  $(4.84)  $5:01
Pro forma - 203 (4.99) 492
Diluted — :
As reported- . 2.47 (4.84) 4.74
Pro forma ) 2.03 (4.99) 4,66 -

The fair value of each option granted in 2003, 2002 and 2001
was estimated as of the date of the grant using the Black-Scholes
option pricing model with the following weighted-average

wie ) ' assumprions:
year may not be indicative of the number of options granted in ‘
furure years, and the fair-value method of accounting has not
been applied to options granted prior to January 1; 1995.
Assumptions :
Weighted-Average
Risk-Free Expected Expected Life Expected i Fair Value of
; Interest Rate Dividend Yield (yeass) Volatiliy Options Granted
2003 -3.6% 3.3% 5.8 32.7% $11.09
2002 4.8 34 58 36.0 16.97
2001 : 5.0 33 5.8 429 22.54

Financial Instruments

Investments in marketable securities are classified as either
“trading” or “available for sale,” depending on managements
intent. Unrecognized gains or losses on trading securities are rec-

ognized in earnings, while unrecognized gains or losses on avail- .

able-for-sale securities are recorded as a component of other com-
prehensive income (loss) within stockholders equity.

The company accounts for all its derivarive financial instru-
ments in accordance with FAS 133, “Accounting for Derivative

* Instruments and Hedging Activities.” Derivative financial instru-

ments are recorded as assets or liabilities in the Consolidated

* Balance Sheet, measured at fair value. When available, quoted

market prices are used in determining fair value; however, if
quoted market prices are not available, the company estimates
fair value using either quoted market prices of financial instru-
ments with similar characteristics or other valuation techniques.
The company uses futures, forwards, options, collars and
swaps to reduce the effects of flucruations in crude oil, natural
gas, foreign currency exchange rates and interest rates. Gains or
losses due to changes in the fair value of instruments that are des-
ignated as cash flow hedges and that qualify for hedge accounting
under the provisions of FAS 133 are recorded in accumulated
other comprehensive income (loss). These hedging gains or
losses will be recognized in earnings in the periods during which
the hedged forecasted transactions affect earnings. The ineffec-
tive portion of the change in fair value of such hedges, if any, is
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included in current earnings. Instruments that are not desig-
nated-as hedges or that do not meet the criceria for hedge
accounting and those designated as fair-value hedges under FAS
133 are recorded at fair value with gains or losses reported cur-
rently in earnings (together with offsetting gains or losses on the
hedged item for fair value hedges). -

On January 1, 2001, the company adopted FAS 133-by
recording the fair value of the options associated with the com-

pany’s debt exchangeable for stock (DECS) of Devon Energy

- Corporation (Devon). In adopting the standard, the company

recognized an cxpense of $20 million as 2 cumulative effect of the
accounting change and a $3 million reduction in equity (cther
comprehensive income) for the foreign currency contracts desig-
nated as hedges. Also, in accordance with FAS 133, the company
chose to reclassify 85% of the Devon shares owned to “crading”
from the “available for sale” category of investments as of January
1,2001, and recognized after-tax income of $118 million for the
unrealized appreciation on these shares.

Shipping and Handling Fees and Costs

All amounts billed to a customer in a sales transaction -
related to shipping and handling represent revenues earned and
are reported as revenue. Costs incurred by the company for ship-
ping and handling, including transportation costs paid to third-
party shippers to transport oil and gas production, are reported as
an expense.




Goodwill and Elmamgsh e Assets

In accordance with FAS 142, “Goodwill and Other Intang;ble
Assets,” which the company adopted on January 1, 2002, good-
will and certain indefinite-lived intangibles are not amortized but
are reviewed annually for impairment, or more frequently if
impairment indicarors arise. The annual test for impairment was
completed in the second quarter of 2003, with no impairment
indicated for the $357 million of goodwill ($346 million, explo-
ration and production; $11 million, chemical — pigment) or the
$55 million of indefinite-lived intangible assets (chemical ~

pigment).associated with patented technology and other intellec-

" tugl property. The company’s net income for 2001 would not

have been marerially different had the indefinite-lived intangibles
and goodwill not been amortized prior to adoption of FAS 142.
Addidonally, the company had immaterial amounts of intangibles
subject to amortization ($19 million gross carrying value at
December 31, 2003 and 2002; $9 million and $14 million net
of accumulated amorrization at December 31, 2003 and 2002,
respectively).

@ Cash Flow Information

Net cash provided by operating activities reflects cash pay-
ments for Income taxes and interest as follows:

(Millions of dollars)

2003 2002 2001
Income tax payments $ 115 $ 89 $ 434
Less refunds received (49) ' (268) (19)
Net income tax payments (refunds) $ 86 $(179) $ 415
lngerest payments - $ 237 - $258 $189.
Noncash items affecting net income included in the recon-_
ciliation of net income to net cash provided by operating activities
include the following; -
{Millions of dollars) 2003 2002 2001
Increase (decrease) in fair value of embedded options in the DECS® $ 88 § 34 - $(203)
{Increase) decrease in fair value of trading securities(! {96} {(61) 7
Performance incentive provisions , 33 16 27
Compensation expense for ESOP shares allocated to participants - 32 ' 14 14
Net periodic postretirement expense 30 21 18
Net losses on equity method investments 33 25 5
Litigation reserve provisions 7 ’ 72 —
Net periodic pension credit for qualified plan(z) — (48) (33)
All other® 17 27 (2)
Total $ 144 $ 100 $(189)
Details of other changes in current assets and liabilities and
other within the operating section of the Consolidated Statement
of Cash Flows are as follows: ‘
(Millions of dollars) 2003 2002 2001
Environmental expenditures $(1.04) $(107) $ (94)
Cash abandonment expenditures — exploration and production (17) (48) . 29)
Emplover contributions to postrenrement plan {24) (18) (20)
All other® (18) (24) (30)
Total $(163) $(197) $(173)

(1) See Notes 1 and 18 for discussion of FAS 133 adoption.

{2) Net periodic pension credit for 2003 of $(38) million is reflected net of curtailment losses of $38 million.

(3) No other individual item is material to total cash flows from operations.
~ .
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Information about noncash investing and financing activities
not reflected in the Consolidated Statement of Cash Flows follows:

-

{Millions of dollars) : : 2003 2002 2001
Noncash investing activities
Increase (decrease) in fair value of securities available for sale®V $§9 $11 : $ (34)
Increase (decrease) in fair value of trading securidestV) ’ 96 61 (188)
Investment in equity affiliate , : - 2 —_
B Increase in property related to consolidation of Gunnison erust® 83 — —
' Noncash financing activities '
j " Common stock issued in HS Resources acquisition - ‘ — -355
; Debr assumed in HS Resources acquisition , - — 506
Debr assumed in relation to consolidation of Gunnison Trust' 75 . — - —
] Tncrease in the valuation of the DECS!) 8 8 8
B Increase (decrease) in fair value of embedded options in the DECSH 88 34 _ (205)
Dividends declared but not paid - — 3

+f . (1) See Notes 1 and 18 for discussion of FAS 133 adoption.
1 {2) See Note 1 for a discussion of the adoption of FIN 46.

| 8| Inventerles

» Major categoriés of inventories at year-end 2003 and 2002 are:

(Miltions of dollars | ' 2003 2002
Chemicals and other products : ] $307 ’ $306
Materials and supplies ' . 80 89
Crude oil and natural gas liquids ’ " 7 7

Total ' ' . $394 - 8402

- Y e——y

41 Investments - Other Assets

. , [nvestments in other assets consist of the following at
— December 31, 2003 and 2002:

4 Millions of dollars) , 2003 2002
: Long-term receivables; net of allowance for .
doubtful notes of $9 in both 2003 and 2002 . s10 $ 94
Derivatives (fixed-price and basis swap"
] commodity contracts) .17 22
] Other : ' ‘ 7 11
Toral - ' $125 $127
21 o - :
y -1 © | Property, Plant and Equipment

. Property, plant and equipment and related reserves at
December 31, 2003 and 2002, are as follows:

Reserves for‘
- Depreciation and .
Gross Property Depletion ' Net Property
(Millions of dollars) . 2003 2002 ' 2003 2002 2003 2002
Exploration and production - $12,087 $11,585 $5,719  $5,632 . $6,388 $5,953
* Chemicals - - 2,082 . 1,963 1,068 . 965 1,044 998
Other : . 184 176 99 91 85 "85

Total $14,383 $13,724 $6,886  $6,688 §7,467  $7,036
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- The company applies the provisions of FAS 19, “Financial
Accounting and Reporting by Oil and Gas Producing Companies,”
for the accounting of oil and gas mineral rights held by lease or
contract and accordingly classifies these assets as property, plant
and equipment. This classification is the long standing and cur-
rent industry standard and is consistent with most mineral righes
case law (that is, mineral rights generally are treated as interests in

real property and real property laws are used to interpret the leases).

However, the U.S. Securities and Exchange Commission has asked
that the Emerging Issues Task Force (EITF) consider whether
mineral rights are intangible assets under the guidance provided
by FAS 141, “Business Combinations,” and FAS 142, “Goodwill
and Other Intangible Assets.” 1f such interests are deemed to be
intangible assets by the EITE mineral rights to extract oil and gas
for both undeveloped and developed leaseholds may be reclassified
scparately as intangible assers.

Even though management believes the company’s current
balance sheet classification is required under generally accepted
accounting principles, reclassification may be necessary in the
future when further guidance is provided by the EITE However,
it is not currently dlear which mineral rights might have to be

reclassified as intangible assets ~ all producing and nonproducing
leaseholds, only nonproeducing leaseholds or only leaseholds
acquired in business comnbinations since the effective date of
FAS 141. Any such reclassification would not affect the com-
pany’s total assets, net worth, cash flows or results of operations.
A reclassification could negatively impact one of the company’s
debt covenants and certain contractual obligations that require
the company to maintain a certain level of tangible net worth,
absent waiver or amendment of such provisions. These mineral
rights would continue to be amortized in accordance with FAS
19. At December 31, 2003 and 2002, the company had toral
producing leasehold costs for mineral interests of approximately
$1.6 billion, net of accumulated depletion and amortization,
and nonproducing leasehold costs of approximately $.5 billion,
net of accumulared depletion and amortization. Of these amounts,
leasehold costs, net of accumulared depletion and amortization,
acquired in business combinations since the effective date of
FAS 141 were approximaicly $1.3 billion and $1.4 billion of
producing leaschold costs at December 31, 2003 and 2002,
respectively, and $.1 billion of nonproducing leasehold costs at
both December 31, 2003 and 2002.

E Deferred Charges

Deferred charges are as follows at year-end 2003 and 2002:

(Millions of dollars) 2003 ‘ 2002
Pension plan prepayments $243 . 8240
Nongqualified benefit plans deposits 35 ) 35
Unamortized debt issue costs 22 ’ 27
Amounts pending recovery from third parties g 13
Other . 9 13

Total $317 ' $328
' 7} Accrued Liabllities

Accrued liabilities at year-end 2003 and 2002 are as follows:

(Millions of dollars) 2003 2002
Derivatives(! $354 $135
Employee-related costs and benefits 144 103
Interest payable e 105
Current environmental reserves g8 . 100
Asset retirerment obligations (current portion) 20 —
Litigation reserves ' 5 43
North Sea royalties — 13
Other 32 21

Total $759 $520

(1) Balance at December 31, 2003, includes the call option associated with the DECS of $155 million (See Note 18).
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In September 2003, the company announced a program to
reduce its U.S. nonbargaining work force through both voluntary
retirements and involuntary terminations. As a result of the pro-
gram, the company’s eligible U.S. nonbargaining work force was
reduced by approximately 9%, er 271 employees. Qualifying
employees terminated under this program are eligible for enhanced
benefits under the company’s pension and postretirement plans,
along with severance payments. The program was substantially
completed by the end of 2003, with certain retiring employees
staying inco the first half of 2004 for transition purposes. In con-
nection with the work force reduction, the company took a pre-
tax charge of $56 million during 2003, of which $34 million was
for curtailment and special termination benefits associated with
the company’s retirement plans and $22 million was for sever-
ance-related costs. The provision for severance-refated costs is
included in the restructuring reserve balance below. Of the sever-
ance-related provision of $22 million, $5 million has been paid
through December 31, 2003, with $17 million remaining in the

~ accrual o be paid in 2004.

The company closed its synthetic rutile plant in Mobile,
Alabama, during June 2003. During the year, the company’s
chemical ~ pigment operating unit provided $24 million for costs
associated with the closure of this facility. Included in this amount
were $14 million recorded as a cumulative effect of change in
accounting principle related to the recognition of an asset retire-
ment obligation and $10 million for the accrual of severance
benefits. The provision for severance benefits is included in the
restructuring reserve balance below. See Note 1 for a discussion..
of the asset retirement obligation. Of the total severance provi-
sion of $10 million, $8 million was paid through the end of the
year and $2 million remained in the accrual at December 31,
2003. Approximately 135 employees will ultimately be termi-
nated in connection with this plant closure, of which 117 had
been terminated as of December 31, 2003. Addicionally, during
2003, the company recognized $15 million in accelerated depre-
ciation on the plant assets, $6 million for curtailment costs and
special termination benefits related to pension and postretire-
ment plans, $8 million for cleanup and decommissioning costs
associated with the plant, and $8 million for other shutdown costs.

During 2002, the company’s chemical — other operating unit
provided $17 million for costs associated with exiting its forest .

| Work Force Reduction, Restructuring Provisions and Exit Activities

products business. During 2003, the company prévided-an
additional $3 million associated with exiting the forest products
business. Included in the total provision of $22 million were
$16 million for dismantement and closure costs, and $6 million
for severance costs. These costs are reflected in costs and operat-
ing expenses in the Consolidated Statement of Operations. Of
the total provision, $8 million was paid through December 31,

. 2003, and $14 million remained in the accrual as of year-end 2003.”

Of its five remaining forest products-treating plants, one has
been closed, and three have ceased operations and are in the
process of being dismanded. The company will continue to
operate its fifth plan, a leased facilicy located in The Dalles,
Oregon, through the term of the lease, which runs through
November 30, 2004. 1n connection with the plant closures, 252
employees will be terminated, of which 163 were rerminared as
of year-end 2003. Additionally, during 2003, the company recog-
nized $9 million for other shutdown related costs, including accel-
erated depreciation on plant assets, curtailment costs and special
termination benefits related to pension and pestretirement plans.
In 2001, the company’s chemical — pigment operating unit
provided $32 million refated to the closure of a plant in Antwerp,
Belgium. The provision consisted of $12 million for severance
costs, $12 million for dismantlement costs, $7 million for contract
settlement costs and $1 million for other plarit closure costs. -
Of this total accrual, $5 million and $9 million remained in the
restructuring accrual at the end of 2003 and 2002, respectively.

As a result of chis plant closure, 121 employees were identified for
termination and all have been terminated as of December 31, 2003.
Also in 2001, the company’s chemical - other operating
unit provided $12 million for the discontinuation of manganese

“metal production at its Hamilcon, Mississippi, facility. The pro-

vision consisted of $7 million for pond-closure costs, $2 million
for severance costs and $3 million for other plant-closure costs.
Of this total accrual, $1 million and $2 million remained in the
restructuring accrual at the end of 2003 and 2002, respectively.
As a result of this plant closure, 42 employees were terminated
and all related severance costs were paid in 2001. Completion of
the remaining action of pond closure may take from three to 10
years, depending on environmental constraings.

The provisions, payments, adjustments and reserve balances
for 2003 and 2002 are included in the table below.

2003 2002

. Perscnnel  Dismantiement Personnel ~ Dismantlement

(Millions of dollars) - . Total Costs -and Closure Total Costs and Closure
Beginning balance $27 $ 4 $23 $ 28 $ 12 $16
Provisions - : 37 37 — -17 1 16
Payments (22) - (16) (6) (20) (10) CQ10)

‘ Adjustments® T3 2 {5) 2 1 1
Ending balance $39 -$27 $12 ’ $ 27 $ 4 $23

{1) Includes amounts in total provision that were charged directly to expense.

(2) Includes foreign-currency translation adjustments related to Antwerp, Belgium, accrual.
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Y| Debt |

' Lines of Credit .
At year-end 2003, the company had available untsed bank
lines of credit and revolving credit facilities of $1.4 billion. Of this

Long-Term Debt
The company’s policy is to classify certain borrowings under
revolving credit facilities and commercial paper as long-term debt

amount, $870 million can be used to support commercial paper since the company has the ability under certain revolving credit
borrowing arrangements of Kerr-McGee Credit LLC, and $490 mil- agreements and the intent to maintain these obligations for longer
lion can be used to support European commercial paper borrowings than one year. At year-end 2003 and 2002, debt totaling nil and
of Kerr-McGee (G.B.) PLC, Kerr-McGee Chemical GmbH, Kerr- $68 million, respectively, was classified as long-term consistent
McGee Pigments (Holland) B.V. and Kerr-McGee International ApS. - with this policy.
The company has arrangements to maintain compensating Long-term debt consisted of the following at year-end 2003
balances with certain banks that provide credit. Atyear-end 2003, and 2002:
the aggregate amount of such compensating balances was imma-
terial, and the company was not legally restricted from withdraw- \
ing all or a portion of such balances at any time during the year.
(Millions of dollars) - ~ ' 2003 2002
Debentures -
7.125% Debentures due October 15, 2027 (7.01% effective rate) $ 450 § 150
7% Debentures due November 1, 2011, net of unamortized debt discount
of $84 in 2003 and $90 in 2002 (14.25% effective rate) 163 160
5-1/4% Convertible subordinated debentures due February 15, 2010
(convertible at $61.08 per share, subject to certain adjustments) 6co 600
Notes payable —
. 5-7/8% Notes due Seprember 15, 2006 (5.89% effective rate) 307 325
6-7/8% Notes due September 15, 2011, net of unamortized debr discount
of $1 in both 2003 and 2002 (6.909% effective rate) ‘ 874 = G74
7-718% Notes due September 15, 2031, net of unamortized debt discount of $2 )
in both 2003 and 2002 (7.91% effective rate) 488 © 498
5-1/2% Exchangeable Notes (DECS) due August 2, 2004, net of unamortized debt
discount of $4 in 2003 and $12 in 2002 (5.60% effective rate) {See Note 18) 328 318
"6.625% Notes due October 15, 2007 130 150
8.375% Notes due July 15, 2004 145 150
8.125% Notes due October 15, 2005 109 150
8% Notes due October 15, 2003 — 100
5.375% Notes due April 15, 2005 : . 350 350
Floating rate notes due June 28, 2004 (1.92% average interest rate at December 31, 2003) o . 100 200
Euro Commeraal paper (2.10% average effective interest rate at December 31, 2002) — 68
Guaranteed Debt of Employee Stock Ownership Plan 9.619% Notes due in ‘
| " installments through January 2, 2005 ' 5 11
| . Gunnison Trust floating rate notes due November 8, 2006 (1.93% average g ‘
interest rate at December 31, 2003) ’ 75 —
- _ | : o 368 3,004
Long-term debt due within one year v {574) {106)
Total ' : $3,08L  $3,798 -
Future maturities of long-term debt as of December 31,
2003, are as follows:
(Millions of dollars) 2004 2005 2006 2007 2008 Thereafier - Totl
Long-term debt $5740 $460 $382 $150 $— $2,089 $3,655

(1) Of this amount, $326 million may be a noncash settlement of the DECS —\Vi[h distribution of the Devon stock.

minimum tangible net worth requirement and a maximum total
debt to total capitalization ratio, as defined in the agreements. At
December 31, 2003, the company was in compliance witch its
debt covenants. Except for the Gunnison Trust floating rate

The company’s long-term debt agreements do not contain
subjective acceleration clauses (commonly referred to as material
adverse change clauses); however, certain of the company’s long-
term debt agreements contain restrictive covenants, including a
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~ notes payable dxscussed below, all outstandmg notes and deben-

tures are unsecured.

During 2001, the company entered into a leasing arrange-
ment with Kerr-McGee Gunnison Trust (Gunnison Trust) for
the construction of the company’s share of a platform to be used
in the development of the Gunnison field, in which the.company
has a 50% working interest. Under the terms of the agreement,
the company’s share of construction costs for the platform has
been financed under a five-year synthetic lease credit facility

~ between the trust and groups of financial institutions for up to

$157 million, with the company making lease payments suffi-
cient to pay interest at varying rates on the notes. Construction
of the platform was completed in December 2003, with the com-
pany’s share of construction costs totaling $149 million. On
December 31, 2003, $66 million of the synthetic lease facility

. was converted to a leveraged lease structure, whereby the com-

pany Jeases an interest in the platform under an operating lease
agreement from a separate business trust.

Both the Gunnison Trust and the new operating lease trust
are considered variable interest entities under the provisions of
FIN 46. As such, the company is required to analyze its relation-
ship with each trust to determine whether the company is the

primary beneficiary, and thus required to consolidate the trusts.
Based on the analyses performed, the company is not the primary
beneficiary of the operating lease trust; however, the company is
considered the primary beneficiary of the Gunnison Trust. Accord-
ingly, the femaining assets and liabilities of the Gunnison Trust

- are reflected in the company’s Consolidated Balance Sheet at

December 31, 2003, which includes $83 million in property,
plant and equipment, $4 million in accrued liabilides, $75 mil-
lion in long-term debt, and $4 million in minority interest. The
Gunnison Trust floating rate notes payable are secured by the plat-
form assets of $83 million included in property and an assignment
of the company’s lease agreement with the Gunnison Trust. The
$66 million of platform assets and related debt that was converted
to the leveraged lease structure it December 2003 is not recog-
nized in the company’s Consolidated Balance Sheet at December
31, 2003. On January 15, 2004, the remaining $83 million of the
synthetic lease facility was converted to the leveraged lease struc-
ture; and the related lessor trust will not be subject to consolida-
tion. As a result, the related property and debr will not be reflected
in the company’s Consolidated Balance Sheet in 2004. The
operating lease commitment is included in the Note 17 disclosure,

@ Asset Securitization

In Decémber 2000, the company began an accounts receiv-
able monetization program for its pigment business through the
sale of selected accounts receivable with a three-year, credit-insur-
ance-backed asset securitization program. On July 30, 2003, the
company restructured the existing accounts receivable monetiza-
tion program to include the sale of receivables originated by the
company’s European chemical operations. The maximum avail-
able funding under the amended program is $165 million. In addi-
tion, certain other terms of the program have been modified as
part of the restructuring. Under the terms of the program, selected
qualifying customer accounts receivable may be sold monthly to
a special-purpose entity (SPE), which in trn sells an undivided
ownership interest in the receivables to a third-party multi-seller |
commercial paper conduit sponsored by an independent financial
institution. The company sells, and retains an interest in, excess
receivables to the SPE as over-collateralization for the program.
The company’s retained interest in the SPE’s receivables is classi-
fied in trade accounts receivable in the accompanying Consolidated
Balance Sheet. The retained interest is subordinate to, and pro-

- vides credit enhancement for, the conduit’s ownership interest in

the SPE’s receivables, and is available to the conduit to pay certain

fees or expenses due to the conduit, and to absorb credit losses

~ incurred on any of the SPEs receivables in the event of termina-

tion. However, the company believes that the risk of credit loss
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is very low since its bad-debt experience has historically been
insignificant. The company retains servicing responsibilities and
recejves a servicing fee of 1.07% of the receivables sold for the
period of time outstanding, generally 60 to 120 days. Servicing
fees collected were $2 million in 2003 and $1 million in both
2062 and 2001. No recourse obligations were recorded since the
company has no obligations for any recourse actions on the sold
receivables. The company also holds preference stock in the spe-
cial-purpose entity equal to 3.5% of the receivables sold. The

" preference stock is essentially a retained deposit to provide further

credit enhancements, if needed, burt otherwise recoverable by the
company at the end of the program.

During 2003, 2002 and 2001, the company sold $836 mil-
lion, $609 million and $597 million, respectively, of its pigment
receivables, resulting in pretax losses of $5 million, $5 million and
$8 million, respectively. The losses are equal to the difference in
the book value of the receivables sold and the total of cash and
the fair value of the deposit retained by the special-purpose entity.
At year-end 2003 and 2002, the outstanding balance on receiv-
ables sold, net of the company’s retained interest in receivables
serving as over-collateralization, totaled $165 million and $111 mil-
lion, respectvely. The outstanding balance for receivables serving
as ovet-collateralization totaled $36 million at December 31, 2003.
There were no delinquencies as of year-end 2003. '




g
|28 income Taxes

The 2003, 2002 and 2001 income tax provisions (benefits)
from continuing operations are summarized below:

(Millions of dollars) 2003 2002 2001

U.S. Federal — :
Current $ 9 $12 $(70)
Deferred 19 (104) 219
28 (92) 149
International — : .
Current B8 . 36 130
Deferred , 100 10 (8)
: 158 46 122
State ‘ 3 — 5
‘ Total $189  $(46) $276

In the following table, Lhe U.S. Federal income tax rate is
reconciled to the company’s effective tax rates for income or loss
_ from continuing operations as reflected in the Consolidated
Staternent of Operations.

2003 2002 2001
38.0% . (35.0)% 35.0%

U.S. starutory rate — provision (benefit)
Increases {decreases) resulting from —
Adjustment of deferred tax balances

" due to tax rate changes — 19.9 (n
. Taxation of foreign operations 86 - 121 17
Federal income tax credits - (1.8) —
State income taxes : 5 — 6
Other — net (14) (2.2) (.5)
Toral 42.7% (7.00% 36.7%

Net deferred tax liabilities at December.31, 2003 and 2002,
are composed of the following:

(Millions of dollars) 2003 2002
Net deferred tax liabilities —
Accelerated depreciation 64,100  $1,088
Exploration and development 408 192
Undistributed earnings of foreign subsidiaries 28 28
Postretirement benefits - {76) 89 -
Dismantlement, remediation, restoration
and other reserves ‘ (109) ~(34)
U.S. and foreign operating loss carryforward {126) (92)
AMT credit carryforward (47) 47)
Other . &3 99
Toral $1,288 1,145

The taxation of a company that has operations in several
countries involves many complex variables, such as rax structures
that differ from country to country and the effect on U.S. taxa-

tion of international earnings. These complexities do not permit
meaningful comparisons berween the U.S. and international
components of income before income taxes and the provision for
income taxes, and disclosures of these components do not neces-
sarily provide reliable indicators of relationships in future periods.
Income (loss) from continuing operations before income taxes is

.comprised of the following;:

(Millions of dollars) ) 2003 2002 2001
Uhited States : $145 $(116) $524
Intgrnational ) 293 {541) 228

Toral $443 $(657) $752

On July 24, 2002, the United Kingdom government made
certain changes to its existing tax laws. Under one of these changes,
companies are required to pay a supplementary corporate tax
charge of 10% on profits from their UK. oil and.gas production,
in addition to the required 30% corporate tax on these profits.
The U.K. government also accelerated tax depreciation for capiral
investments in UK. upstream activities and abolished North Sea
royalty. The deferred income tax liability was adjusted to reflect
these changes, causing a net increase in the 2002 international
deferred provision for income taxes of $132 million.

At December 31, 2003, the company had foreign operating
loss carryforwards totaling $272 million. Of this amount, $3
million expires in 2004, $13 million in 2006, $1 million in 2007
and $255 million has no expiration date. Realizadon of these
operating loss carryforwards depends on generating sufficient tax-
able income in future periods. A valuation allowance of $9 mil-
lion has been recorded to reduce deferred tax assets associated
with loss carryforwards that the company does not expect to fully
realize prior to explranon

Undistributed earnings of certain consohdated foreign sub-
sidiaries rotaled $710 million at December 31, 2003. No provi-
sion for deferred U.S. income taxes has been made for these earn-
ings because they are considered to be indefinitely invested out-
side the U.S. The distribution of these earnings in the form of~
dividends or otherwise, may subject the company to U.S. income
taxes. However, because of the complexities of U.S. taxation of
foreign earnings, it is not practicable to estimate the amount of
additional tax that might be payable on the eventual remittance
of these earnings. ,

" The Internal Revenue Service has completed its examination
of the Kerr-McGee Corporation and subsidiaries’ Federal income
tax returns for all years through 1998 and is conducting an exam-
ination of the years 1999 through 2002. The years through 1994
have been closed. The Oryx income tax returns have been exam-
ined through 1997, and the years through 1978 have been closed,
as have the years 1988 through 1997. The company believes that
it has made adequate provision for income taxes that may be
payable with respect 1o open years.
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@ Taxes, Other than Income Taxes

. Thaxes, other than income taxes, as shown in the Consoli-
dated Statement of Operations for the years ended December 31,
2003, 2002 and 2001, are comprised of the following;

(Millions of dollazs) 2003 2002 2001
Praduction/severance $48 $ 58 $ 67
Payroll 30 21 27
Property 19 20 15
Other 3 3 5

 Tow! s28 5104 $114

@ Asset Retirement Obligations

As discussed in Note 1, the company adopted FAS 143 on
January 1, 2003. At December 31, 2002, the comparable balance

of $222 million reflected in the company’s Consolidared Balance -

Sheer represents the non-current portion of the company’s site

dismantement reserve prior to the adoptdon.of FAS 143. A sum-
mary of the changes in asset retirement obligations since the date
of adoption is included in the table below.

(Millions of dollars)

January 1, 2003, balance upon adoption of FAS 143
Obligations incurred
Accretion expense
Abandonment expenditures .
Abandonment obligations settled through property divestitures
Changes in estimates, including timing ’

December 31, 2003 -
Less current asser retirement obligation

" Non-current asset retirement obligation

$395
11
25
(17
(13)
22

421
(20)

. E ‘ $401

@ Deferred Credits and Reserves - Other

Other deferred credits and reserves consist of the foHovﬁng '
at year-end 2003 and 2002

(Millions of dollars) 2003 2002
Postretirement benefit obligations $215 $210
Reserves for remediation”and restoration 152 165
Pension plan liabilities \ 73 54
Derivatives® 2 67
Litigation reserves ‘. 32 30
Accrued rent expense — spar operating leases 32 -9
Ad valorem taxes 31 21
Other 28 26

Total ‘ $565 $582

(1) Options associated with exchangeable debt of $67 million at December 31,
© 2002, were reclassified from other deferred credits and reserves to accrued
liabilities during 2003 in connection with the maturity of the DECS in

August 2004 (see Note 18).
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The company provided for environmental remediation and
restoration, net of authorized reimbursements, during each of the
years 2003, 2002 and 2001, as follows:

(Millions of dollats) 2003 2002 2001
Provision, net of authorized reimbursements $82  $ 80  $90
Reimbursements received 15 9 11
Authorized reimbursements accrued 32 113 —

- The reimbursements pertain to the former facility in West
Chicago, Illinois, and the Henderson, Névada, facility. The West
Chicago reimbursements are authorized pursuant to Tide X of
the Energy Policy Act of 1992 and the Henderson reimburse-
ments represent amounts recoverable under an environmental
cost cap insurance policy (see Note 16).




151 Other Income (Expense)
. Other income (expense) included the following during each
of the years in the three-year period ended December 31, 2003:

(Millions of dollars) 2003 2002 - 2001
Gain (loss) on foreign currency exchange $(41) $(38) ' $ 3
Loss from unconsolidated affiliates {33) - (25) (5)
Gain on sale of Devon stock i7 — —
Derivatives and Devon stock revaluation'! 4 35 225
Interest income 5 5 10
Other (1) (12) / )
Total - §(53) $(35) $224

(1) See Note 18.

|48, Confingencies

West Chicago, lllinols

-In-1973, the company’s chemical affiliate (Chemical) closed
a facility in West Chicago, lllinois, that processed thorium ores
for the federal government and for certain commercial purposes.
Historical operations had resulted in low-level radioactive contam-
ination at the facility and in surrounding areas. The original pro-
cessing facility is regulated by the State of Illinois (the State), and
four vicinity areas are designated as Superfund sites on the
National Priorities List (NPL). ' '

Clesed Facllity = Pursuant to agreements reached in 1994
and 1997 among Chemiical, the City of West Chicago (the City)
and the State regarding the decommissioning of the closed West
Chicago facility, Chemical has substantially completed the exca-
vation of contaminated soils and has shipped the bulk of those
soils to a licensed disposal facility. Removal of the remaining
materials is expected to be substantially completed by the end of
2004, leaving principally surface restoration and groundwater
monitoring and/or remediation for subsequent years. Surface
restoration is expected to be completed in 2004, except for areas
designated for use in connection with the Kress Creek and
Sewage Treatment Plant remediation discussed below. The long-
term scope, duration and cost of groundwater monitoring and/or
remediation are uncertain because it is not possible to reliably
predict how groundwater conditions have been affected by the
excavation and removal work. ‘

Vicinity Areas - The Environmental Protection Agency
(EPA) has listed four areas in the vicinity of the closed West
Chicago facility on the NPL and has designated Chemical as a

" Potentially Responsible Party (PRP) in these four areas. Chemical
has substantially completed remedial work for two of the areas
(known as the Residential Areas and Reed-Keppler Park). The
other two NPL sites, known as Kress Creek and the Sewage

Treatment Plant, are contiguous and involve low levels of insolu-

ble thorium residues, principally in streambanks and screambed -

sediments, virtually all within a floodway. Chemical has reached
an agreement in principle with the appropriate federal and state
agencies and local communities regarding the characterization
and cleanup of the sites, past and future government response

~ sent decree, which must be agreed to by the appropriate federal

costs, and the waiver of natural resource damage claims. The
agrecment in principle is expected to be incorporated in a con-

and state agencies and local communities and then entered by a
federal court. Court approval is expected in 2004, Chemical has
already conducted an extensive characterization of Kress Creek
and the Sewage Treatment Plant and, at the request of EPA,
Chemical is conducting limited additional characterization that is
expected to be completed in 2004. The cleanup work, which is
expected to take about four years to complete following entry of
the consent decree, will require excavation of contaminated soils
and stream sediments, shipment of excavated materials to a
licensed disposal facility and restoration of affected areas.

Financial Reserves ~ As of December 31, 2003, the com-
pany had remaining reserves of $96 million for costs related to
West Chicago. This includes $19 million added to the reserve in
2003 because of an increase in soil volumes experienced at the
Closed Facility and related post-cleanup demolition, city infra-
structure replacement and additional support and oversight costs.
Although actual costs may exceed current estimates, the amount
of any increases cannot be reasonably estimated at this time. The
amount of the reserve is not reduced by reimbursements expected
fiom the federal government under Title X of the Energy Policy
Act of 1992 (Tide X) (discussed below).

Government Reimbursement - Pursuant to Title X, the
U.S. Department of Energy (DOE) is obligated to reimburse
Chemical for certain decommissioning and cleanup costs incurred
in connection with the West Chicago sites in recognition of the
fact that about 55% of the facility’s production was dedicated to -
U.S. government contracts. The amount authorized for reim-
bursement under Title X is $365 million plus inflation adjustments.
That amount is expected to cover the government’s full share of
West Chicago cleanup costs. Through December 31, 2003,
Chemical had been reimbursed approximately $171 million

- under Title X. In March 2004, Chemical received an additional

reimbursement of $44 million, biinging the toral reimbursement
received to date to about $215 million.
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Reimbursements under Title X are provided by congres-
sional appropriations. Historically, congtessional appropriations
have lagged Chemical's cleanup expenditures. As of December 31,
2003, the government’s share of costs incurred by Chemical but
not yet reimbursed by the DOE totaled approximately $109 mil-
lion, which was reduced to $65 million in March 2004 following
receipt of the additional reimbursement of $44 million. The
company believes receipt of the remaining arrearage in due course
following additional congressional appropriations is probable and
has reflected the arrearage as a receivable in the financial statements,
The company expects to receive reimbursement for the remainder
of this receivable by the end of 2006, and will recognize recovery
of the government’s share of future remediation costs for the West
Chicago sites as Chemical incurs the costs.

Henderson, Nevada

1n 1998, Chemical decided to exit the ammonium perchlo- - .

rate business. At that time, Chemical curtailed operations and
began preparation for the shutdown of the associated producton
facilities in Henderson, Nevada, that produced ammonium per-
chlorate and other related products. Manufacture of perchlorate
compounds began at Henderson in 1945 in facilities owned by
the U.S. government. The U.S. Navy expanded production sig-
nificantly in 1953 when it completed construction of a plant for
the manufacture of ammonium perchlorate, The Navy continued
to own the ammonium perchlorate plant as well as other associ-
ated production equipment at Henderson until 1962, when

the plant was purchased by a predecessor of Chemical. The
ammonium perchlorate produced at the Henderson facility was
used primarily in federal government defense and space pro-

grams. Perchlorate has been detected in nearby Lake Mead and -

the Colorado River.

Chemical began decommlssmmng the facility and reme-
diating associated perchlorate contamination, including surface
impoundments and groundwater when it decided to exit the
business in 1998. In 1999 and 2001, Chemical entered into
consent orders with the Nevada Division of Environmental
Protection that require Chemical to implement both interim and
long-term remedial measures to capture and remove perchlorate
from groundwater.

In 1999, Chemical inidated the interim meastires required
by the consent orders. In June 2003, construction began on a .
long-term remediation system. It is anticipated that this system
will be operational in early 2004. The scope and duration of
groundwater remediation will be driven in the long term by
drinking water standards, which to date have not been formally
established by state or federal regulatory authorides. EPA and
other federal and state agencies currently are evaluating the health
and environmental risks associated with perchlorate as part of the
process for ultimately setting a drinking water standard, The res-
olution of these issues could materially affect the scope, duration
and cost of the long-term groundwater remediation that Chemical
is required to perform.

Flnancial Reserves - In 2003, the company added $32 mil-

lion to its reserves for groundwater remediation ar Henderson

+for the construction and operation of the long-term rémediation

system and the continued operation of the interim system during
the construction and startup period for the long-termi system.
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Remaining reserves for Henderson totaled $23 million as of
December 31, 2003. ‘As noted above, the long-term scope, dura-
tion and cost of groundwater remediation are uncertain and, :
therefore, additional costs may be incurred in the future. However,
the amount of any addmonal costs cannot be reasonably estimated
at this time,

Government M&ﬁga‘&ﬁ@rm - In 2000, Chemical initiated litiga-

. tion against the United States seeking contribution for response

costs. The suit is based on the fact that the government owned
the plant in the early years of its operation, exercised significant
control over production at the plant and the sale of products
produced at the planﬁ, and was the largest consumer of products
produced at the plant. The litigation is in the discovery stage.
Although the outcome of the litigation is uncertain, Chemical
believes it is likely to recover a portion of its costs from the gov-
ernment. The amountand timing of any recovery cannot be
estimated at this time and, accordingly, the company has not
recorded a receivable or otherwise reflected in the financial state-
ments any potential recovery from the government. '
Insurance - In 2001, Chemical purchased a 10-year, $100
million environmental cost cap insurance policy for groundwater
and other remediation at Henderson. The insurance policy pro-
vides coverage only after Chemical exhausts a self-insured reten-
tion of approximately $61 million and covers only those costs
incurred to achieve a cleanup level specified in the policy. As
noted above, federal and state agencies have not established a
drinking water standard and, therefore, it is possible that Chemical
may be required to achieve a cleanup level more stringent chan
that covered by the policy. If so, the amount recoverable under
the policy could be affected. Through December 31, 2003,
Chemical has incurred expenditures of about $59 million that
it believes can be applied to the self-insured retention. The
company believes that the remaining reserve of $23 million ar
December 31, 2003, also will qualify under the insurance policy,
which would exhaust the self-insured tetention and leave about
$21 million for recovery under the policy. The company believes
that reimbursement of the-$21 million under the insurance
policy is probable and, accordingly, the company has recorded a
$21 million receivable in the financial statements. The company
expects to be reimbursed for this receivable by the end of 2007.

Mitwaukee, Wisconsin

In 1976, Chemical closed a wood-treatment facility it had
operated in Milwaukee, Wisconsin. Operations at the facility
prior 1o its closure had resulted in the contamination of soil and -
groundwater at and around the site with creosote and other sub-
stances used in the wood-treatment process. In 1984, EPA desig-
nated the Milwaukee wgod-treacment facility as a Superfund site
under CERCLA, listed the site on the NPL and named Chemical
a PRP. Chemical executed a consent decree in 1991 that required
it 1o perform soil and groundwater remediation at and below the
former wood-treatment area and to address a tributary creek of
the Menominee River that had become contaminared as a resule
of the wood-treatment operations. Actual remedial activities

were deferred until after the decree was finally entered in 1996 by .

a federal court in Milwaukee.
Groundwater treatment was mmated in 1996 to remediate
groundwatcr contamination below and in the vicinity of the for-




mer wood-treatment area. It is not possible to reliably predict
how groundwater conditions will be affected by the ongoing soil
remediation and groundwater treatment; therefore, it is not
known how long groundwater treatment will continue. Soil
cleanup of the former wood-treatment area began in 2000 and
was completed in 2002. Also in 2002, terms for addressing the
tributary creek were agreed upon with EPA, after which Chemical

began the implementation of a remedy to reroute the creek dnd

to remediate associated sediment and stream bank soils, which is
expected to take about four more years.

As of December 31, 2003, the company had remaining
reserves of $11 million for the costs of the remediation work
described above. Although actual costs may exceed current esti-

mates, the amount of any increases cannot be reasonably estimarted -

at this time.

@&nghmg, Oklahoma

In 1972, an affiliate of the company closed a petroleum
refinery it had operated near Cushing, Oklahoma. Prior to clos-
ing the refinery, the affiliate also had produced uranium and tho-
tium fuel and metal at the site pursuant to licenses issued by the
Arormic Energy Commission (AEC). The uranium and thorium
operations commenced in 1962 and were shut down in 1966, at

- which time the affiliate decommissioned and cleaned up the por-

tion of the facility related to uranium and thorium operations to
applicable standards. The refinery also was cleaned up to applica-
ble standards at the time of closing.

Subsequent regulatory changes required more extensive -
remediation at the site. In 1990, the affiliate entered into a con-
sent agreement with the State of Oklahoma to investigate the site
and take appropriate remedial actions related to petroleum refin-
ing and uranium and thorium residuals. Investigation and reme-
diation of hydrocarbon contamination is being performed with
oversight of the Oklahoma Department of Environmental Quality.
Soil remediation to address hydrocarbon contamination is expecred
to continue for about four more years: The long-term scope,
duration and cost of groundwater remediation are uncertain and,
therefore, additional costs may be incurred in the future. Addi-

‘tionally, in 1993, the affiliate received a decommissioning license

from the Nuclear Regulatory Commission (NRC), the successor
to AEC’s licensing authority, to perform certain cleanup of uranium
and thorium residuals. This work is expected to be substantially
completed in 2004.

As of December 31, 2003, the company had remaining
reserves of $22 million for the costs of the ongoing remediation
and decommissioning work described above. This includes
$17 million added ro the reserve in 2003 as a result of the increase
in uranium and thorium residuals experienced ar the site, which
required excavation, transportation and disposal, as well as addi-
tional characterization of perroleum hydrocarbons, and extended
support costs. Although actual costs may exceed current estimates,
the amount of any increases cannot be reasonably estimated at
this time.

Moblle, Alabama

In June 2003, Chemical ceased operations at its facility in
Mobile, Alabama, which Chemical had used to produce feed-
stock for its titanium dioxide plants. Operations prior to closure
had resulted in minor contamination of the groundwater adja-

cent to surface impoundments. A groundwater recovery system
was installed prior to closure and continues in operation as required
under Chemical’s Natdional Pollutant Discharge Elimination
System (NPDES) permit. Future remediation work, including
groundwater recovery, closure of the impoundments and other
minor work; is expected to be substantially completed in about
five years. Reserves of $11 million were provided for the remedi-
ation in 2003 and remain outstanding as of December 31, 2003.

-Although actual costs may exceed current estimates, the amount

of any increases cannot be reasonably estimated at this time.

New Jersey Wood-Treatment Site
In 1999, EPA notified Chemical and its parent company

thar they were potentially responsible parties at a former wood-

treatment site in New Jersey that has been listed by EPA asa
Superfund site. At that time, the company knew little about the
site as neither Chemical nor its parent had ever owned or oper-
ated the site. A predecessor of Chemical had been the sole stock-
holder of a company that owned and operated the site. The
company that owned the site already had been dissolved and the
site had been sold to a third party before Chemical became affili-
ated with the former stockholder in 1964. EPA has preliminarily
estimated that cleanup costs may reach $120 million or more.
There are substantial uncertainties abour Chemical’s respon-
sibility for the site, and Chemical is evaluating possible defenses
to any claim by EPA for response costs. EPA has not articulated
the factual and legal basis on which EPA notified Chemical and
its parent that they are potentially responsible parties. The EPA
notification may be based on a successor liability theory premised
on the 1964 transaction pursuant to which Chemical became
affiliated with the former stockholder of the company that had
owned and operated the site. Based on available historical
records, it is uncertain whether and, if so, under what terms, the
former stockholder assumed liabilities of the dissolved company.
Moteover, as noted above, the site had been sold to a third party

.and the company that owned and operated the site had been dis-

solved before Chemical became affiliated with that company’s
stockholder. In addition, there appear to be other potentally
responsible parties, though it is not known whether the other
parties have received notification from EPA." EPA has not
ordered Chemical or its parent to perform work at the site and is
instead performing the work itself. The company has not recorded
a reserve for the site as it is not possible to reliably estimate what-
ever liability Chemical or its parent may have for the cleanup
because of the aforementioned uncertainties and the existence of
other potentially responsible parties.

Forest Products Litigation -

Between 1999 and 2001, Kerr-McGee Chemical LLC
{Chemical) and its parent company were named in 22 lawsuits in
three states (Mississippi, Louisiana and Pennsylvania) in connec-
tion with present and former forest products operations located
in those states (in Columbus, Mississippi; Bossier City, Louistana;
and Avoca, Pennsylvania). The lawsuits sought recovery under a
variety of common law and statutory legal theories for personal
injuries and property damages allegedly caused by exposure to

~ and/or release of crebsote and other substances used in the wood-

treatment process.
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Having earlier set a reserve of $70 million for liabilities asso-
ciated with these matters, Chemical executed settlement agree-
ments, which are expected to resolve substantially all of the
Louisiana, Pennsylvania and Columbus, Mississippi, lawsuits
described above. About 90% of approximately 10,400 identified
claimants and about 2,500 class members pursuant to a class
action settlement have released Chemical and its parent from lia-
bility related to the former forest products operations in exchange
for sertlement payments totaling approximately $66 million
(leaving approximately $4 million in the reserve). Accordingly
most of the suits have been, or are expected to be, dismissed.

The settlements do no resolve two of the Columbus, Mississippi, °

lawsuits, which together involve 27 plainiffs. The settlements
also do not resolve the claims of plaintiffs who did not sign releases,
class members who opted out of the class settlement, or class ~ °
members whose claims may arise in the future for currently
unmanifested personal injuties.

Chemical and its affiliates believe that lawsuits and claims
not resolved pursuant to the setlements described above are
without substantial merit, and Chemical and its affiliates are vig-

. orously defending against them. However, there is no assurance

thar the company will not be required to adjust the reserve in the
future in light of the uncertainties of litigation. The company
believes that the resolution of the claims that remain outstanding
with respect to forest products operations in Columbus, Mississippt;
Bossier City, Louisiana; and Avoca, Pennsylvania, will not have a
material adverse effect on the company.

Following the adoption by the Mississippi legislarure of tort

reform, plaindffs’ lawyers filed many new lawsuits acress the state
of Mississippi in advance of the reforns effective date. On
December 31, 2002, approximately 245 lawsuits were filed
against Chemical and its affiliates on behalf of approximately
4,600 claimants in connection with Chemical’s Columbus,
Mississippi, operations, seeking recovery on legal theories sub-
stantially similar to those advanced in the litigation described
above. Substantially all of these lawsuits havé been removed to
the U.S. District Court for the Nosthern District of Mississippi,
and the company is seeking to consolidate these lawsuits for pre-
trial and discovery purposes. Chemical and its affiliates believe
the lawsuits are without substantal merit and are vigorously
defending against them. The company has not provided a
reserve for the lawsuits because it cannot reasonably derermine”
the probability of a loss, and the amount of loss, if any; cannot be
reasonably estimated.

On December 31, 2002, and June 13, 2003, two lawsuits
were filed against Chemical in connection with a former wood-
treatment plant located in Hattiesburg, Mississippi, and the
plaintiffs’ lawyers also have asserted similar claims on behalf of
other persons not named in the lawsuits. The lawsuits and other
claims seek recovery on legal theories substantially similar 6
those advanced in the litigation described above. Chemical
resolved the majority of these claims pursuant to a settlement
reached in April 2003, which has resulted in aggregate payments
by Chemical of approximately $600,000. Chemical and its affili-
ates believe that claims not resolved pursuant to the Hattiesburg
settlements are without substantial merit and are vigorously
defending against such claims.
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The company believes that the resolution of the claims that
remain outstanding with respect to the follow-on litigation will
not have a material adverse effect on the company’s ﬁnancml con-
dition or resuls of operations.

Other Matters

The company and/or its affiliates are parties to a number of
legal and administrative proceedings involving environmental
and/or other matters pending in various courts or agencies.
These include proceedings associated with facilities currently or
previously owned, operated or used by the company’s affiliates
and/or their predecessors, some of which include claims for per-
sonal injuries and property damages. Current and former opera-
tions of the company’s affiliates also involve management of regu-
lated marterials and are subject to various environmental laws and
regulations. These laws and regulations will obligate the com-
pany’s affiliates to clean up various sites at which petroleum and
other hydrocarbons, chemicals, low-level radioactive substances
and/or other materials have been contained, disposed of or
released. Some of these sites have been designated Superfund
sites by EPA pursuant to CERCLA. Similar environmental regu-
lations exist in forexgn countries in which the company’s affiliates
operate. .

The company provides for costs related to contingencies
when a loss is probable and the amount is reasonably estimable.
It is not possible for the company to reliably estimate the amount
and timing of all furure expenditures related to environmental
and legal macters and other contingencies because, among other
reasons:

= some sites are in the early stages of investigation, and other

- sites may be identified in the future;

° remediation activities vary significantly in duration, scope
and cost from site to site depending on the mix of unique site char-
acteristics, applicable technologies and regulatory agencies involved;

> cleanup requirements are difficult to predict ar sites where
remedial investigations have not been completed or final decisions

 have not been made regarding cleanup requirements, technologies

or other factors that bear on cleanup costs;

° environmental laws frequendy impose joint and several
liability on all potendally responsible parties, and it can be difficult
to determine the number and financial conditior of other poten-
tially responsible parties and their respective shares of responsibility
for cleanup costs;

> environfental laws and regulations, as well as enforcement
policies, are continually changing, and the outcome of court
proceedings and discussions with regulatory agencies are inherently
uncertain;

° some legal maters are in the early stages of investigation
or proceeding or their outcomes otherwise may be difficult to
predict, and other legal matters may be identified in the future;

+ unanticipated construction problems and weather condi-
tions can hinder the completion of environmental remediation;

» the inability to implement a planned engineering design or
use planned technologies and excavation methods may require
revisions to the design of remediation measures, which delay
remediation and increase costs; and

o the identification of additional areas or volumes of
contamination and changes in costs of labor, equipment and




technology generate corresponding changes in environmental
remediation costs.

. As of December 31, 2003, the company had reserves total-
ing $259 million for cleaning up and remediating environmental
sites, reflecting the reasonably estmable costs for addressing these
sites. This includes $96 million for the West Chicago sites, $23
million for the Henderson, Nevada, site and $35 million for for-
est products sites, Additionally, as of December 31, 2003, the
company had litigation reserves totaling approximately $37 mil-

lion for the reasonably estimable losses associated with litigation.
Management believes, after consultation with general counsel,
that currently the company has reserved adequately for the rea-
sonably estimable costs of environmental matters and other con-
tingencies. However, additions to the reserves may be required as
additional information is obtained that enables the company to
better estimate its liabilities, including liabilities at sites now
under review, though the company cannot now reliably estimate
the amount of future additions to the reserves.

@7?/! Commitments

Lease @h ligations and Guarantees

Total lease rental expense was $65 million in 2003, $61 mil-
lion in 2002 and $38 million in 2001.

The company has various commitments under noncancel-
able operating lease agreements, principally for office space, pro-
duction and gathering facilities, and drilling and other equip-
ment. The company has also entered into operating lease agree-

- ments for the use of the Nansen, Boomvang and Gunnison plat-
forms located in the Gulf of Mexico. Aggregate minimum
annual rentals under all operating leases (including the platform
leases in effect at December 31, 2003, and the Gunnison operat-
ing lease which closed January 15, 2004), total $941 million, of
which $50 million is due in 2004, $66 million in 2005, $65 mil-
lion in 2006, $59 million in 2007, $61 million in 2008 and
$640 million thereafter.

During 2001, the company entered into a synthetic lease
arrangement with Kerr-McGee Gunnison Trust for the construc-
tion of the company’s share of a platform to be-used in the devel-
~ opment of the Gulf of Mexico Gunnison field, in which the com-

pany has a 50% working interest. The construction of the com--
pany’s portion of the platform was financed with a $149 million
synthetic lease between the trust and a group of financial institu-
tions. Comipletion of the Gunnison pladform occurred in December
2003, at which time a portion of the platform assets was acquired
by a separate business trust and the company entered into an
operating lease for the use of the assets. The remaining portion
of the Gunnison synthetic lease was converted to an operatmg
lease on January 15, 2004. In accordance with the provisions of
FIN 46, the company has consolidated the remaining synthetic
lessor trust as of December 31, 2003, as discussed in Note 1.

The company has guaranteed that the Nansen, Boomvang
and Gunnison platforms-will have residual values at the end of
the operating leases equal to at least 10% of the fair-market value
of the platform at che inception of the lease. For Nansen and

‘Boomvang, the guaranteed values are $14 million and $8 mil-
lion, respectively, in 2022, and for Gunnison the guarantee is
$15 million in 2024.

During 2003 and 2002, the’ companv entered into sale-
leaseback arrangements with General Electric Capital Corporation
(GECC) covering assets associated with a gas-gathering system in

- the Rocky Mountain region. The lease agreements were entered
into for the purpose of monetizing the related assets. The sales

price for the 2003 equipment was $6 million. The sales price for
the 2002 equipment was $71 million; however, an $18 million
settlement obligation existed for equipment previously covered
by the lease agreement, resulting in net cash proceeds of $53 mil- ~
lion in 2002. The 2002 operating lease agreements have an ini-
tial term of five years, with two 12-month renewal options, and
the company may elect to purchase the equipment at specified
amounts after the end of the fourth year. The 2003 operating
lease agreement has an initial term of four years, with two
12-month renewal options. In the event the company does not
purchase the equipment and it is returned to GECC, the com-
pany guarantees a residual value-ranging from $35 million at
the end of the initial terms to $27 million at the end of the last
reniewal option. The company recorded no gain or loss associ-
ated with the GECC sale-leaseback agreements. The furure min-
imum annual rentals due under noncancelable operating leases
shown above include payments related to these agreements.

* In conjunction with the company’s sale of its Ecuadorean

.assets, which included the company’s nonoperating interest in the

Oleoducto de Crudos Pesados Led. (OCP) pipeline, the com-
pany has entered into a performance guarantee agreement with
the buyer for the benefit of OCP. Under the terms of the agree-
ment, the company guarantees payment of any claims from
OCP against the buyer upon default by the buyer and its parent”
company. Claims would generally be for the buyer’s proportion-
ate share of construction costs of OCP; however, other claims

. may arise in the normal operations of the pipeline. Accordingly,

the amount of any such future claims cannot be reasonably esti-
marted. In connection with this guarantee, the buyers parent
company has issued a letter of credit in favor of the company up
to a maximum of $50 million, upon which the company can
draw in the event it is required to perform under the guarantee
agreement. The company will be released from this guarantee
when the buyer obtains a specified credic rating as stipulated
under the guarantee agreement.

In connection with certain contracts and agreements, the
company enters into indemnifications related to tide claims,
environmental matters, litigation and other claims. The com-
pany has recorded no material obligations in connection with its

indemnification agreements.
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Purchase Obligations

In the normal course of business, the company enters into
contractual agreements t purchase raw matetials, pipeline capacity,
utilities and other services. Aggregate future payments under these
contracts total $994 million, of which $345 million is expected to
be paid in 2004, $414 million between 2005 and 2006, $158 mil-
lion between 2007 and 2008, and $77 million thereafter.

Drilling Rig Commitments

During 1999, the company entered into lease agreements
to participate in the use of various drilling rigs. The total com-
mitment with respect to these arrangements ranges from nil to
$9 million, depending on partner utilization. ‘These agreements
extend through 2004

@ Financial Instruments and Derivative Activities .

Investments in Gertain Debt and Equity Securities

The company has certain investments that are considered
to be available for sale. These financial instruments are carried in
the Consolidated Balance Sheet at fair value, which is based on

quoted market prices. The company had no securities classified as
held 0 maturity at December 31, 2003 or 2002. At December 31,
2003 and 2002, available-for-sale securities for which fair. value
can be determined are as follows:

2003 2002

Gross . Gross
Unrealized Unrealized
. Fair Heolding Pair Holding
(Millions of dollars) ' i Yalue Gains Value Cost Gains
Equity securities $27 $8" $70 - 832 “$10"
U.S. government obligations 4 — 4 4 —

Total - §8 $10

(1) This amount includes $9 miltion and $28 million at December 31, 2003 and 2002, rcspecmeiy, of gross unrealized hedging losses on 15% of the exchangeable debt

at the time of adoption of FAS 133.

The equity securities represent the company’s investment in
Devon Energy Corporation common stock: The company also
holds debr exchangeable for stock (DECS) that may be repaid with
the Devon stock currently owned by Kerr-McGee. Prior to the
beginning of 2001, the stock and the debt were marked to market
each month, with the offset recognized in accumulated other com-

" prehensive income. On January 1, 2001, the company adopred

the provisions of FAS 133 and in accordance with that standard
chose to reclassify 85% of the Devon shares owned at that dme
to “trading” from the “available for sale” category of investments.
As a result of the reclassification, the company recognized after-
tax incorhe totaling $118 million ($181 million before taxes) for
the unrealized appreciation on 85% of the Devon shares. Addi-
tionally, with adoption of FAS 133, the DECS and its embedded
option features were separated. The debt is now recorded in the
Consolidated Balance Sheet at face value less unamortized dis-
count, and the options associated with the exchangeable feature
of the debt have been recorded at fair value on the balance sheet in
accrued liabilities. (See further discussion on derivatives below.)
During December 2003, the company sold 4 portion of its
Devon shares classified as available for sale resulting in a pretax gain
of $17 million. The remaining shares were sold in January 2004
for a pretax gain of $9 million. Proceeds from the December sales
totaled $59 million ($47 million received in 2003 and $12 million
received in 2004} and proceeds from the January sales totaled
$27 million. The cost of the shares sold and the amount of the gain
reclassified from accumulated other comprehensive inconie were
determined using the average cost of the shares héld. The Devon

* securities are carried in the Consolidated Balance Sheet as current
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assets. U.S. government obligations are carried as current-assets
or as investments — other assets, depending on their marurities.

The change in unrealized holding gains (losses), net of
income taxes, as shown in accumulated other comprehensive
income for the years ended December 31, 2003, 2002 and 2001,
is as follows: .

(Millions of dollars) - 2003 2002 2001
Beginning balance - $6  $(1) $139
Net unrealized holding gains (losses) 6 7 22
Reclassification of gains included A

in net income {7 —  (118)
Ending balance $5 $6 $ (1)

Trading Securities :
As discussed above, the company has recorded 85% of its
Devon shares as trading securities and marks this investment to
market through income. At December 31, 2003, the market value
of 8.4 million shares of Devon was $483 million, and $96 million
in unrealized pretax gains was recognized during 2003 in other
income (expense) in the Consolidated Statement of Operations ‘
However, this gain was substantially offset by an $88 million unre-
alized loss on the embedded options associated with the DECS.
See the discussion of these derivatives below.” At year-end 2002,
the market value of 8.4 million shares of Devon was $387 million,
and $61 million in unrealized pretax gains were recognized dur-
ing 2002. This gain was partially offset by a $34 million unreal-
ized loss on the embedded options associated with the DECS.




Financial Instruments for Other than Trading Purposes

In addidon to the financial instruments previously discussed,
the company holds or issues financial instruments for other than
trading purposes. At December 31, 2003 and 2002, the carrying
amount and estimated fair value of these instruments for which
fair value can be determined are as follows:

2003 2002
Carrying Fair  Carrying Fair
(Millions of dollars) Amount Value Amount Value
Cash and cash
equivalents $ 142 $ 1442 S 90 $ 90
Long-term receivables 85 82 88 73
Contracts to purchase and ‘
sell foreign currencies 17 17 2 2
Debt exchangeable for )
stock, excluding options 326 330 318 330
Long-term debr,
except DECS 3,329 3,761 3,586 4,013

The carrying amount of cash and cash equivalents approxi-
mates fair value of those instruments due to their short maturity.
The fair value of long-term receivables is based on discounted
cash flows. The fair value of foreign currency forward contracts

represents the aggregate replacement cost based on financial insti-
tutions’ quotes. The fair value of the company’s long-term debt
 is based on the quoted market prices for the same or similar debt
issues or on the current rates offered to the company for debt with
the same remaining maturity.

Derivatives :
The company is exposed to market risk from fluctuations
in crude oil and natural gas prices. To increase the predicrability
of its cash flows and to support capital projects, the company ini-
- tiated a hedging program in 2002 and periodically enters into
financial derivatve instruments that generally fix the commodity
prices to be received for a portion of its oil and gas production in
the future. At December 31, 2003, the outstanding commodity-
related derivatives accounted for as hedges had a liability fair
value of $168 million, which is recorded as a current liability.
At December 31, 2002, the outstanding commodity-related deriv-
atives accounted for as hedges had a net liability fair value of
$83 million, of which $27 million was recorded as a current asset
and $110 million was recorded as a current liability. The fair value
of these derivative inscruments was determined based on prices
actively quoted, generally NYMEX and Dated Brent prices. At
December 31, 2003, the company had after-tax deferred losses of
$106 million in accumulared other comprehensive income associ-
ated with these contracts, The company expects to reclassify the
entire amount of these losses into earnings during the next 12
months, assuming no furcher changes in fair market value of the
contracts. During 2003, the company realized a $71 million loss
on U.S. oil hedging, a $64 million loss on North Sea oil hedging
and a $144 million loss on U.S. natural gas hedging, During
2002, the company realized a $28 million loss on U.S. oil hedg-
ing, a $50 million loss on North Sea oil hedging and a $2 million
loss on U.S. natural gas hedging. The losses offset the higher oil
and natural gas prices realized on the physical sale of crude oil

- and natural gas. Losses for hedge ineffectiveness are recognized as
" a reduction of revenue in the Consolidated Statement of Opérations

and were not material for 2003 or 2002.

"I addition to the company’s hedging program, Kerr-McGee
Rocky Mountain Corp. holds certain gas basis swaps setding .
between 2004 and 2008. Through December 2003, the company
treated these gas basis swaps as non-hedge derivatives, and changes
in fair value were recognized in earnings. On December 31, 2003,
the company designated those swaps settling in 2004 as hedges
since the basis swaps have been coupled with natural gas fixed-
price swaps, while the remainder settling between 2005 and 2008
will continue to be treated as non-hedge derivatives, At December
31, 2003, these derivatives are recorded at their fair value of $23
million, of which $8 million is recorded as a current asset and $15
million is recorded in investments — other assets. At December 31,
2002, these derivatives were recorded at their fair value of $21 mil- -
lion in investments — other assets. The net gains associated with
these non-hedge derivatives were $2 million, $8 million and $27
million in 2003, 2002 and 2001, respectively, and are included in
other income in the Consolidated Statement of Operations.

The company’s marketing subsidiary, Kerr-McGee Energy
Services Corporation (KMES) markets natural gas (primarily

. equity gas) in the Denver area. Existing contracts for the physical

delivery of gas at fixed prices have not been designared as hedges
and are marked to market in accordance with FAS 133. KMES
also has entered into natural swaps and basis swaps that offset its
fixed-price risk on physical contracts. These derivative concracts
lock in the margins associated with the physical sale. The com-
pany believes that risk associared with these derivatives is mini-
mal due to the creditworthiness of the counterparties. The net
asset fair value of these derivative instruments was not material at
year-end 2003 or 2002. The fair values of the outstanding deriv-
ative instruments at December 31, 2003, were based on prices
actively quoted. During 2003, the net loss associated with these
derivative contracts totaled $12 million, of which $7 million is
included as a reduction of revenue and $5 million is included in
other income. For 2002 and 2001, the net loss associated with
these derivative contracts rotaled $20 million and $24 million,
respectively, and is included as a reduction of revenue in the
Consolidated Statement of Operations. The losses on the deriva-
tive contracts are substantially offset by the fixed prices realized
on the physical sale of the natural gas.

From time to time, the company enters into forward con-
cracts to buy and sell foreign currencies. Certain of these con-
tracts (purchases of Australian dollars and British pound sterling,
and sales of euro) have been designated and have qualified as cash
flow hedges of the company’s anticipated future cash flow needs
for a portion of its capital expenditures, raw material purchases
and operating costs. These forward contracts generally have dura-

- tions of less than three years. At December 31, 2003, the out-

standing foreign exchange derivative contracts accounted for as

- hedges had a net asset fair value of $21 million, of which $28 mil-

lion was recorded in current assets and $7 million was recorded
in current liabilities. Changes in the fair value of these contracts
are recorded in accumulated other comprehensive income and
will be recognized in earnings in the periods duting which the
hedged forecasted transactions affect earnings (i.e., when hedged
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assets are depreciated in the case of a hedge of capital expendi-
tures, when finished inventory is sold in the case of a hedged raw
material purchase and when the forward contracts close in the
case of a hedge of operating costs). At December 31, 2003 and
2002, the company had after-tax deferred gains of $17 million
and deferred losses of $7 million, respectively, in accumulated
other comprehensive income. In 2003, the company reclassified
$11 million of gains on forward contracts from accumulated
other comprehensive income to operating expenses in the
Consolidated Statement of Operations. In 2002 and 2001, the
company reclassified $5 million and $9 million, respectively, of

- losses on forward contracts from accumnulated other comprehen-

sive income to operating expenses in the Consolidated Statement
of Operations. Of the existing unrealized net gains at December
31, 2003, approximately $9 million in gains will be reclassified
into earnings during the next 12 months, assuming no furcher
changes in fair value of the contracts, No hedges were discontin-
ued during 2003, and no ineffectiveness was recognized.

Selected pigment receivables have been sold in an asset secu-
ritization program at their equivalent U.S. dollar value at the date
the receivables were sold. The company is collection agent and -
retains the risk of foreign currency rate changes between the date
of sale and collection of the receivables. Under the terms of the
asset securitization agreement restructured in 2003, the company
is required to enter into forward contracts for the value of the
euro-denominated receivables sold into the program to mitigate
its foreign currency risk. Gains or losses on the forward contracts
are recognized currently in earnings. During 2003, the company
recognized losses of $7 million associated with these contracts.

The company has entered into other forward contracts to
sell foreign currencies, which will be collected as a result of pig-
ment sales denominated in foreign currencies, primarily in
European currencies. These contracts have not been designated
as Kedges even though they do protect the company from
changes in foreign currency rates. The estimated fair value of
these contracts was immaterial at December 31, 2003 and 2002.

The company issued 5 1/2% notes exchangeable for com-
mon stock (DECS) in August 1999, which allow each holder to
receive between .85 and 1.0 share of Devon common stock ot at
the company’s opton, an equivalent amount of cash ar maturity
in August 2004, Embedded options in the DECS provide the
company a floor price on Devon’s common stock of $33.19 per

share (the put option). The company also has the right to retain

up to 15% of the shares if Devon's stock price is greater than
$39.16 per share (the DECS holders have an imbedded call
option on 85% of the shares). If Devon’s stock price at maturity

is greater than $33.19 per share but less than $39.16 per share,
the company’s right to retain Devon stock will be reduced pro-
portionately. The company is not entitled to retain any Devon
stock if the price of Devon stock at maturity is less than or equal
to0 $33.19 per share. Using the Black-Scholes valuation model,
the company recognizes any gains or losses resulting from
changes in the fair value of the put and call options in other
income. At December 31, 2003 and 2002, the net liability fair
value of the embedded put and call options was $155 million
and $67 million, respectively. The company recorded losses of
$88 million, $34 million and $205 million during 2003, 2002
and 2001, respectively, in other income for the changes in the fair
values of the put and call options. The fluctuation in the value of
the put and call derivative financial instruments will generally
offset the increase or decease in the market value of the Devon
stock classified as trading. The remaining Devon shares, which -
are classified as available-for-sale securities, were partially liqui-
dared in December 2003, with the remaining shares sold in
January 2004 as discussed above. The available-for-sale Devon
shares were in excess of the number of shares the company -
believes will be required to extinguish the DECS; however,
should the price of the stock fall below $39.16 per share at the
maturity of the DECS, the company would be required to either
purchase additional Devon shares to settle the DECS or settle a
portion of the DECS with cash. The DECS and the derivative
liability associated with the call option have been classified as
current liabilities in the Consolidated Balance Sheet as of
December 31, 2003. :

In connection with the issuance-of $350 million 5.375%
notes due April 15,2003, the company entered into an interest
rate swap arrangemnent in April 2002, The terms of the agree-
ment-effectively change the interest the company will pay on the
debt undl maturity from the fixed rate to a variable rate of
LIBOR plus .875%. The company considers the swap to be a
hedge against the change in fair value of the debt as a result of
interest rate changes. The estimated fair value of the interest rate
swap was $15 million and $21 million at December 31, 2003
and 2002, respectively. Any gain ot loss on the swap is offset by a
comparable gain or loss resulting from recording changes in the
fair value of the related debt. The critical terms of the swap match
the terms of the debt; therefore, the swap is considered highly
effective and no hedge ineffectiveness has been recorded. The
company recognized an $11 million reduction in interest expense
in 2003 and a $6 million reduction in interest expense in 2002
from the swap arrangement.

39| Acquisition and Méﬁgev Reserves

During 2002, the company recorded an accrual of $3 million
representing additional severance and other acquisition-refated
costs related to its 2001 acquisition of HS Resources. In 2001,
the company recorded an accrual of $42 million for items associ-
ated with this acquisition, which included transaction costs, -
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severance and other emﬁloyee—related COSts, contract termination
costs, and other acquisition-related costs. Of the total accrual of
$45 million, $11 million was paid in 2002 and $34 million was
paid during 2001, leaving no remaining reserve balance ac
December 31, 2002,




%0 Business Combination

On August 1,2001, the company completed the acquisitfon

of all of the outstanding shares of common stock of HS Resources, -

Inc., an independent oil and gas exploration and production com-
pany with active projects in the Denver-Julesburg Basin, Gulf
Coast, Mid-Continent and Northern Rocky Mountain regions
of the U.S. The acquisition added approximately 250 million
cubic feet equivalent of daily gas production and 1.3 trillion cubic
feet equivalent of proved gas reserves, primarily in the Denver,
Colorado, area. The addition of these primarily natural gas reserves
provided the company a mere balanced portfolio, geographic
diversity and production mix, while also providing low-risk exploita-
tion drilling opportunities from identitied projects based on HS
Resources’ seismic inventory. The acquisition price totaled $1.8
billion in cash, company steck and assumption of debt. The
company reflected the assets and liabilities acquired at fair value
in its balance sheet effective August 1, 2001, and the company’s
results of operations include HS Resources beginning August 1,
2001. The purchase price was allocated to specific assets and
liabilities based on their estimated fair value ar the date of acqui-
sition. The allocations included $348 million recorded as good-

will, which is not deductible for income tax purposes. The cash
portion of the acquisition totaled $955 million, including direct *
expenses, and was ultimately financed through issuance of long-
term debt. A total of 5,057,273 shares of Kerr-McGee common -
stock were issued in connection with the acquisition, The shares
were valued at $70.33 per share, the average price two days before
and after the purchase was announced. Debt totaling $506 mll-
lion was assumed. .

The following unaudited pro forma condensed mformatlon
has been prepared 1o give effect to the HS Resources acquisition

-as if it had occurred at the beginning of 2001, including purchase

accounting adjustments.

{Millions of dollars, except per-share amounts) 2001
Revenues $3,787
Income from continuing operations : 490
Ner income 499 -
Earnings per share ~
Basic : ‘ ‘ 499
Diluted 4.73

— °
f_i_@% Discontinued Operations, Asset Impairments and Asset Disposals

During 2002, the company approved a plan to dispose of its
exploration and production operations in Kazakhstan, its interest
in the Bayu-Undan project in the East Timor Sea offshore Australia
and its interest in the Jabung block of Sumatra, Indonesia. These
divestiture decisions were made as part of the company’s strategic
plan to rationalize noncore oil and gas properties. The resules
of these operations have been reportéd separately as discontinued

. operations in the accompanying Consolidated Statement of Oper-
ations for alf years presented. In conjunction with the disposals,
the related assets were evaluated and losses were recorded for the
Kazakhstan operations, calculated as the difference berween the
estimated sales price for the operation, less costs to sell, and the .
operations carrying value. The losses toraled $6 million in 2003
and $35 million in 2002 and are reported as part of discontinued

operations. On March 31, 2003, the company completed the sale

of its Kazakhstan operations for $169 million. In 2002, the com-
pany completed the sale of its interest in the Bayu-Undan project
for $132 million in cash, resulting in a pretax gain of $35 million.
The company also completed the sale of its Sumatra operations in
2002 for $171 million in cash with an $11 million contingent
purchase price pending government approval of an LPG project.
The sale resulted in a pretax gain of $72 million (excluding the
contingent purchase price). The net proceeds received by the
company from these sales were used to reduce ourstanding debt.

Revenues applicable to the discontinued operations totaled
$6 million, $36 million and $72 million for 2003, 2002 and
2001, respectively. Pretax income for the discontinued operations
totaled nil (including the loss on sale of $6 million), $104 mil-
lion (including the gains on sale of $107 million and the loss on
sale of $35 million) and $52 million for the years 2003, 2002
and 2001, respectively.

Impairment losses on held-for-use assets totaled $14 million
in 2003, and were primarily related to oil and gas fields in the U.S.
onshore and Gulf of Mexico shelf areas with remaining invest-
ments that were no longer expected to be recovered through
future cash flows. Pretax impairment losses totaling $652 million
were recorded in 2002, of which $646 million related to the explo- -
ration and production operating unit and $6 miltion related to the
cheémical ~ other operating unit. For the exploration and produc-
tion operating unit, the impairment charge included $341 million
for the Leadon field in the U.K. North Sea, $82 mullion for certain
other North Sea fields and $23 million for several older Guif of
Mexico shelf properties. Negative reserve revisions stemming
from additional performance analysis for these properties during
2002 resulted in revised estimates of future cash flows from the

_properties that were less than the carrying values of the related

assets. For the chemical — other operating unit, the $6 million
impairment related to the company’s decision to exit the forest
products business. In addition, the chemical-pigment operating
unit recorded a $12 million pretax write-down of property, plant
and equipment in 2002 related to abandoned chemical engineer-
ing projects, which is reflected in depreciation and depletion in
the Consolidated Statement of Operations.

During 2003, the company selectively marketed its 100%
owned Leadon field to third parties. Although no divestiture nego-
tiations are currently under way, the company continues to review
its options with respect to the field and, particularly, the associ-
ated floating production, storage and offloading (FPSO) facility.
Management presently intends to continue operating and pro- -
ducing the field until such time as operating cash flow generated
by the field does not support continued production or untif a
higher value option is identified. Given the significant value
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associated with the FPSO relative to the size of the entire project,

the company will continue to pursue a long-term solution that
achieves maximum value for Leadon ~ which may include dis-
posing of the field, monetizing the FPSO by selling it as a devel-
opment option for a third-party discovery, or redeployment in
other company operations. As of December 31, 2003, the carry-
ing value of the Leadon field assets totaled $374 miillion. Given
the uncertainty concerning possible outcomes, it is reasonably
possible that the company’s estimate of futurecash flows from
the Leadon field and associated fair value could change in the
near term due to, among other things, (1) unfavorable changes in
commaodity prices or operating costs, {ii) a production profile -
that declines more rapidly than cutrently anticipated, and/or (i)
unsuccessful results of continued marketing activities or failure to
locate a strategic buyer (or suitable redeployment opportunity).
Accordingly, managemenc anticipates that the Leadon field will
be subject w periodic impairment review until such time as the
field is abandoned or sold. If future cash flows or fair value decrease
from that presently estimated, an additional write-down of the
Leadon field could occur in the future.

~ Impairment losses in 2001 were comprised of a $47 million
write-down associated with the shut-down of the North Sea
Hutton field and $29 million for certain chemical facilities in
Belgium and the U.S. In 2001, the company’s exploration and
production operating unit suspended producton from the
Hurton field in the North Sea due to concerns about the amount
of corrosion present in the pipeline, which would have ultimately
required replacement of the pipeline for production to resume.
Due to the small amount of remaining field reserves, the com-
pany, as operator, and the other partners entered into a plan to

_ decommission the field, which was completed during 2003.

At the end of 2001, the company’s chemical - pigment

operating unit ceased production at its titanium dioxide pigment

plant in Antwerp, Belgium, as part of its strategy to improve effi-
ciencies and enhance margins by rationalizing assets within the
chemical unit. A $14 million impairment loss was recognized in
connection with the Antwerp shutdown. Also during 2001, the
company’s chemical - other operating unit ceased production at
its manganese metal production plant in Hamilton, Mississippi,
due to low-priced imports and softening prices that made the
product no longer profitable. A $13 million impairment loss
was recognized in connection with the Hamilton shutdown. -
Additionally, the loss of its only major customer led o a $2 mil-
lion impairment charge for the shutdown of a wood-preserving
plant in Indianapolis, Indiana.

In connection with the company’s divestiture program initi-
ated in 2002, certain oil and gas properties were identified for |
disposal and classified as held-for-sale properties. Upon classifica-
tion as held-for-sale, the carrying value of the related properties is
analyzed in relation to the estimared fair value less costs to sell,
and losses are recognized if necessary. Upon uldimate disposal of
the properties, any gain or additional loss on sale is recognized. -
Losses of $23 million and gains of $68 million were recognized
in 2003 upon conclusion of the divestiture program in the U.S.
and North Sea, and for the sale of the company’s interest in the
South China Sea (Liuhua field) and other noncore U.S. proper-
ties (onshore and Gulf of Mexico shelf areas). The company rec-
ognized losses of $176 million in 2002 associated with oil and
gas properties held for sale in the U.S. (onshore and Gulf of
Mexico shelf areas), the U.K. North Sea and Ecuador. Proceeds
realized from these disposals totaled $119 million in 2003 and
$374 million in 2002. The proceeds from the sale of these prop-
erties have been used to reduce long-term debt. ’

The chemical - pigment operating unic began production
through a new high-productivity oxidation line at the Savannah,
Georgia, chloride process pigment plant in January 2004. This
new technology results in low-cost, incremental capacity increases
through modification of existing chloride oxidation lines and
allows for improved operating efficiencies through simplification
of hardware configurations and reduced maintenance require-
ments, Based on the future outcome of these technological
advancements, the'company may need to review its existing con-
figuration at the Savannah plant to optimize the plant’s resources
in reladon to capacity requirements. The company will evaluate
the performance of the new high-productivity line, analyze the
implicarions on the capacity of existing assets and have a plan for
reconfiguration, if any, by the latter part of 2004. If the new
high-producrivity line performs as expected, the outcome of this
review may result in the redeployment of certain assets to alternate
uses and/or the need to idle certain other assets. If this occurs,
the future useful lives of such assets may be adjusted, resulting in
the acceleration of depreciation expense.

The assets and liabilities of discontinued operations and .
other assets held for sale have been reclassified as Assers/Liabilities
Associated with Properties Held for Disposal in the Consolidated
Balance Sheet. The company recognized a net gain on disposal
of property, excluding discontinued operations and assets held for
sale, of $1 million in 2003, $1 million in 2002 and $12 million
in 2001, which is reflected in Other Income in the Consolidared
Statement of Operations.




@ Common Stoclk |

Changes in common stock issued and treasury stock held -
for 2003, 2002 and 2001 are as follows:

(Thousands of shares)

Common Stock Treasury Stock

Balance December 31, 2000
Exercise of stock options and stock appreciation rights

Cancellation of cutstanding shares of Kerr-McGee Operating Corporation

(formerly Kerr-McGee Corporation)

Issuance of stock by Kerr-McGee Corporation (new holding company)

Shares issued to purchase HS Resources
Cancellation of treasury stock

Issuance of restricted stock

Forfeiture of restricred stock

Issuance of shares for achievement awards

Balance December 31, 2001
Exercise of stock options
Issuance of restricted stock
Forfeiture of restricted stock
Issuance of shares for achievement awards

Balance December 31, 2002
Exercise of stock options
Issuance of restricted stock
Forfeiture of restricted stock

Balance December 31, 2003

101,417 6,933
533 —
(95,118) —_
95,118 . —
5,057 ) —
(6,838) ‘ (6,838)
. 16 _ (102)
J— ) 8
100,186 1
112 ' —
94 (5)

@ 11

1 .
100,391 7
18 —
483 —
— 25

100,892 32

The company has 40 million shares of preferred stock with-
out par value authorized, and none is issued.

There are 1,107,692 shares of the cbmpany’s common stock
registered in the name of a wholly owned subsidiary of the com-
pany. These shares are not included in the number of shares shown
in the preceding table or in the Consolidated Balance Sheer. These
shares are not entitled to be voted.

Under the 2002 Long-Term Incentive Plan (Plan), the com-
pany may grant incentive opportunities to key employees. The
Plan includes provisions for stock, stock options and performance-
related awards. A maximum of 7,000,000 shares of common
stock was authorized for issuance under the Plan in connection
with stock options, stock appreciation rights, restricted stock and
performance awards. Of the total 7,000,000 shares, a maximum’

of 1,750,000 shares of common stock are authorized for issuance

under the Plan in connection with awards of restricted stock and
performance awards. Restricted stock is awarded in the name of
the employee and, except for the right of disposal, holders have
full shareholders’ righs during the period of restriction, including
voting rights and the right to receive dividends. Under the Plan,
Zertain key employees in Europe and Australia have received stock
opportunity grants giving them the opportunity to earn unre-
stricted stock in the future provided that certain conditions are
met. These stock opportunity grants do not carry voting privi-
leges or dividend rights since the related shares are not issued until

“vested. Restricted stock and stock opportunity grants generally

vest between three and five years. Compensation expense is rec-
ognized over the vesting period and was $10 million, $6 million
and $4 million in 2003, 2002 and 2001, respectively. The com-
pany granted 483,000, 99,000 and 118,000 shares of restricted
common stock in 2003, 2002 and 2001, respectively, for which
the weighted average fair value at the date of grant was $20 mil-
lion, $4 million and $7 million, respectively. The company granted
9,000 stock opportunity shares in 2003 for which the weighted
average fair value at the date of grant was-$.4 million. There
were no stock opportunity grants issued in 2002 or 2001.

The company has had a stockholders-rights plan since 1986.
The current rights plan is dated July 26, 2001, and replaced the

+ previous plan prior to its expiration. Rights were distributed as a

dividend at the rate of one right for each share of the company’s
common stock and continue to trade together with each share of
common stock. Generally, the rights become exercisable the ear-

. lier of 10 days after a public announcement that a person or group

has acquired, or a tender offer has been made for, 15% or more

of the company’s then-outstanding stock. If either of these events
occurs, each right would entitle the holder (other than a holder
owning more than 15% of the outstanding stock) to buy the num-
ber of shares of the company’s common stock having a market
value two times the exercise price. The exercise price is $215.
Generally, the rights may be redeemed at $.01 per right until a
person or group has acquired 15% or more of the company’s

stock. The rights expire in July 2006.
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@ Employee Stock QOption Plans

The 2002 Long-Term Incentve Plan (2002 Plan) authorizes
the issuance of shares of the company’s common stock any time prior
to May 13, 2012, in the form of stock options, restricted stock or
performance awards. The options may be accompanied by stock
appreciation rights. A total of 7,000,000 shares of the company’s
common stock is authorized to be issued under the 2002 Plan.

In January 1998, the Board of Directors approved a broad-
based stock option plan (BSOP) that provides for the granting of
options to purchase the company’s common stock to full-time, non-
bargaining-unit employees, except officers. A total of 1,500,000

stock or long-term performance awards. The 1987 Program was
- terminated when the stockholders approved the 1998 Plan, the

1998 Plan was terminated with the approval of the 2000 Plan, and-
the 2000 Plan was rerminated with the approval of the 2002 Plan.
No options could be granted under the 1987 Program, the 1998
Plan or the 2000 Plan after each plan’s respective termination date,
although options and any accompanying stock appreciation rights
outstanding may be exercised prior to their expiration dates.

The company’s employee stock options are fixed-price options
granted at the fair market value of the underlying common stock

“E shares of common stock is authorized to be issued under the BSOP on the date of the grant. Generally, one-third of each grant vests
= The 1987 Long Term Incentive Program (1987 Program), and becomes exercisable over a three-year period immediately fol-
b the 1998 Long Term Incendve Plan (1998 Plan) and the 2000 lowing the grant date and expires 10 years after the grant date.
e Long Term Incentive Plan (2000 Plan) authorized the issuance of The following table summarizes the stock option transactions
shares of the company’s stock in the form of stock options, restricted under the plans described above.
2003 2002 2001
Weighted-Average Weighted-Average Weighted-Average
Exercise-Price " Exercise Price Exercise Price
Options per Option Options per Option Options per Option
Oustanding, beginning of year » 5,408,424 $59.27 3,433,745 $61.18 3,036,605 $59.66
Options granted 1,383,100 - 4283 2,544,562 57.08 1,024,530 o 6519
Options exercised (18,500) 44,55 (111,411) . 46.78 (532,260) - 59.55
Options surrendered upon exercise ‘
" of stock appreciation rights - - — — {1,900) 42.63
e Options forfeited (189,638) 55.35 (141,116} 58.42 (62,539) 62.78
= Options expired (132,887) 57.78 (319,356) 67.09 {30,691) 63.74
E Oustanding, end of year 6,418,719 - 5802 5406424 5927 3433745 61.18
Exercisable, end of year 3,382,550 59.81 2,179,960 _59.60 1,935,880 - 5932
The following table summarizes information about stock
options issued under the plans described above that are outstand-
ing and exercisable at December 31, 2003:
7‘: Oprtions Outstanding Options Exercisable
g Range of Weighted-Average Weighted-Average Weighted-Average
j Exercise Prices Remaining Contractual Exercise Price ‘ Exercise Price
Options per Option Life (years) per Option . Options per Option
j 9457 $30.00-539.99 LS $34.19 9,457 $34.19
. 1,587,178 40.00- 49.99 7.9 42.88 - 278,603 42.63
3 1,950,998 50.00- 59.99 6.4 55.10 1,105,917 55.82
2,751,442 60.00- 69.99 : 6.5 63.57 » 1,868,929 63.98
119,644 70.00- 79.99 22 73.41 119,644 73.41
] 6,418,719 30.00- 79.99 : 67 56.02 3,382,550 59.81

@ Employee Benefft Plans

The company has both noncontributory and contributory
defined-benefit retirement plans and company-sponsored coneribu-
tory postretitement plans for health care and life insurance. Most
employees are covered under the company’s retirement plans, and
substantiaily all U.S. employees may become eligible for the post-

retirement benefits if they reach retirement age while working for
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the company. Kerr-McGee uses a December 31 measurement
dare for its plans. In 2003, the company recognized a curtailment
loss with respect to pension and postretirement benefits in con-
nection with its work-force reduction program and other plant
closures and recognized special termination benefits associated
“with its work-force reduction program. These losses have been
reflected in the disclosures béelow.



In December 2003, the FASB issued FAS 132 (revised-2003),
“Employers” Disclosures about Pensions and Other Postretirement
Benefits.” FAS 132 does not change the measutement or recog-
nition of those plans; however, certain additional disclosures are
required by the new standard and are included herein. Additional

disclosures for the company’s foreign plans will be delayed for one
year as permitted by the new standard.

Following are the changes in the benefit obligations durmg
the past two years:

Postretirement Health

- Retirement Plans and Life Plans
(Millions of dollars) 2003 2002 2003 2002
Benefit obligation, beginning of year $1,347 $1,075 $327 $271
Service cost 25 24 3 3
+ Interest cost 74 76 i7 19
Plan amendments (3) e 10 -
Net actuarial loss (gain) 84 60 (28) 53
Foreign exchange rate changes 17 12 - —
Contributions by plan participants — — 9- 6
Special termination benefits and curtailment losses 28 — 9 —
Benefits paid {122) (100) (33) {25)
Benefit obligation, end of year $1,147 $314 $327

The benefit amount that can be covered by the retirement
plans that qualify under the Employee Retirement Income Security
Act of 1974 (ERISA) is limited by both ERISA and the Internal
Revenue Code. Therefore, the company has unfunded supple-
mental plans designed to maintain benefits for all employees at .
the plan formula level and to provide senior executives with ben-
efits equal to a specified percentage of their final average compen-
sation. The projected benefit obligation and accumulated benefic
obligation for the U.S and certain foreign unfunded retirement
plans, excluding the under-funded U.K. plan discussed below,
were $60 million and $51 million, respectively, at December 31,
2003, and $58 million and $47 million, respectively, at December
31, 2002. Although not considered plan assets, a grantor trust
was established from which payments for certain of these U.S.

$1,250

supplemental plans are made. The trust had a balance of $37 mil-
lion ar year-end 2003 and at year-end 2002. The postretirement

plans are also unfunded. In addition, the company has an under-
funded foreign pension plan covering employees in the United

Kingdom. The projected benefit obligation and accumulated

* benefit obligation for thar plan at year-end 2003 were $75 million -

and $63 million, respectively, and were $50 million and $45 mil-
lion, respectively, at year-end 2002. The market value of plan assets
for the UK. plan was $44 million at December 31, 2003, result-
ing in an under-funded status for the plan of $31 million.
Following are the changes in the fair value of plan assets dur-
ing the past two years and the reconciliation of the plans’ funded
starus to the amounts recognized in the financial statements at

December 31, 2003 gnd 2002:

Postretirement Health

Retirement Plans and Life Plans
(Millions of dollars) 2003 2002 2003 2002
Fair value of plan assets, beginning of year $ 1,190 $ 1,364 $§ — $ —
Actual return on plan assets 198 (90) - —
Employer contributions! § - 6 24 18
"Participant contributions - — g ‘ 7
Foreign exchange rate changes 12 - 10 — —
Benefits paid (122) (100) (33) (25)
Fair value of plan assets, end of year 2 1,283 1,190 —_ —
Benefit obligation " {1,250) (1,147) S(314) (327)
Funded status of plans — over (under) 33 . 43 {314) (327)
Amounts not recognized in the Consolidared Balance Sheet -
Prior.service costs 58 79 2 3
Net actuarial loss ) - 106 83 68 96
Prepaid expense (accrued liability) $ 197 $ 205 $(234) $(228)
Accumulated benefit obligation $(1,447) $(1,046)

(1) No contributions are expected in 2004 for the U.S. qualified recirement plan. Kerr-McGee Corpormon expects (o , contribute $2 million to its U.S. nonqualified

retirement plans in 2004.

(2) The fair value of plan assets for the U.S. qualified retirement plan was $1.188 billion at December 31, 2003.
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Following is the classification of the amounts recognized in
the Consolidated Balance Sheet at December 31, 2003 and 2002:

Postretirerhent Health

. Retirement Plans and Life Plans
(Millions of dolldrs) 2003 2002 - 2003 2002
Prepaid benefits expense $230 $240 $ — $ —
Accrued benefir liability (72) (62) {234) (228)
Additional minimum liability — intangible asset 1. 1 ' — —
Accumulated other comprehensive income (before tax) 38 26 —_ —

- Touwd §197 $205 $(234) $(228)

For 2003, 2002 and 2001, the company had after-tax losses
of $7 million, $14 million and $2 million, respectively, included
in other comprehensive income resulting from changes in the
additonal minimum pension liability.

Toral costs recognized for employee retirement and postre-
tirement benefit plans for each of the years ended December 31,
2003, 2002 and 2001, were as follows:

Retirement Plans Postretirement Health and Life Plans

(Millions of dollars) 2003 2002 2001 2003 2002 2001
Net periodic cost — .
Service cost - $- 25 $ 24 $ 22 $3 - $3 $2
Interest cost ) 73 76 73 - a7 19 17
Expected return on plan assets (122) (1300 - (124) — — —
* Special termination benefits and curtailment loss 38 L — — 10 —_ —
Net amortization —
- Transition asset —_ — (1) — — —_—
Prior service cost . ) 9 10 9 - 1 1
Net actuarial (gain) loss (9 (16) (23) - - 1 —
Total % 14 $ (36) $ (44) $30 $24 $20
The following as;sumptions were used in estimating the net
periodic expense:
2003 2002 B 2001
United States Intermational - United States International United States International
Discount rate 8.75% 5.5-5.75% 7.25% 5.75% 7.75%" 5.5-6.5%
Expected return on plan assets 8.5 §.25-7.26 9.0 5.75-7.0 9.0 7.0
Rate of compensation increases 45 - 2.5-6.5 5.0 2575 - 5.0 3.0-5.0

The following assumptions were used in estimating the
actuarial present value of the plans’ benefit obligations:

2003 2002 2001
United States International United States International United States International
Discount rate | 625%  5.25-5.5% 6.75%  5.5-5.75% 7.25% 5.75%
Rate of compensation increases 4.5 2.75-8.0 . 4.5 2.5-6.5 . 5.0 2575

The health care cost trend rates used to determine the year-
erid 2003 postretirement benefit obligation were 10% in 2004,
gradually declining to 5% in the year 2009 and thereafter. A 1%
increase in the assumed health care cost trend rate for each furure
year would increase the postretirement benefit obligation dt |
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December 31, 2003, by $15 million and increase the aggregate of
the service and interest cost components of net periodic postre-
tirement expense for 2003 by $1 million. A 1% decrease in the
trend rate for each future year would reduce the benefit obliga-
tion at year-end 2003 by $15 million and decrease the aggregate




of the service and interest cost components of the net periodic
postretirement expense for 2003 by $1 million.

Asser categories for the company’s U.S. funded retirement.
plan (the Plan) and the weighted-average asset allocations at
December 31, 2003 and 2002, by asset category are as follows: |

Plan Assets
at December 31,
‘ 2003 2002
Equity securities 85%  42%
Debt securities - ¢ 41%  56%
Cash 4% 2%
Total 100% 100%

The Plan is administered by a board appointed commiteee
that maintains a well developed investment policy stating the guide-
lines for.the performance and allocation of plan assets, performance
review procedures, and updating of the policy itself. The com-
mittee adheres to traditional capital marker pricing theory, recog-
nizing that over the long term the risk of owning equity securities
is generally rewarded with a greater return than available from
fixed-income investments. However, the commictee also recog- -
nizes that the avoidance of large risks is desirable and may forego
certain higher return opportunities in order to preserve a lower-
risk investment profile. At least annually, the Plan’s asset alloca-
tion guidelines ate reviewed in light of evolving risk and return
expectations. Current guidelines permit the committee to man-
age the allocation of funds between equity and debt securities at
its discretion; however, throughout 2002 and,2003, the commit-
tee has maintained an allocation of assets in the range of 40-60%
equity securities and 46-60% debr securities. The long-term return
Forec:xsrmg methadology for both equity and fixed-income secu-
rities is based on a capital asset pricing model using historical data.
Based on the asset allocation at the end of 2003, the expected long-
term rate of return of plan assets is forecasted to be 8.3%.

Substantially all of the plan’s assets are invested with eight
select equity fund managers and six fixed-income fund managers.
At year-end 2003 and 2002, equity securities held by the plan
included $2 million of Kerr-McGee stock, or 50,737 shares.
Dividends paid on these shares were less than $100,000 in 2003
and 2002. To control risk, equity fund managers are prohibited
from investing in commodities, including all futures contracts,
purchasing letter stock, short selling, option trading, margin and
Kerr-McGee securities, but are permitted to invest in U.S. com-

mon stock, U.S. preferred stock, U.S. securities convertible into
common stock, conunon stock of foreign companies listed on
major U.S. exchanges, common stock of foreign companies listed
on foreign exchanges, covered call writing, and cash and cash
equivalents. Fixed-income fund managers are prohibited from
investing in foreign debr securities, direct real estate mortgages or
commingled real estate funds, private placements, purchase of
guaranteed investment contracts, and Kerr-McGee securities, but
are permirted to invest in debt securities issued by the U.S. govern-
ment, its agencies or instrumentalities, corporate bonds, deben-
tures and other forms of corporate debe obligations, commercial
paper rated A1/P1, certificatés of deposit or bankers acceptances
in amounts of $100,000 or less of U.S. banks insured by the FDIC,
and financial furures contracts on U.S. Treasury obligations and
options on such contracts where these investments are for the sole
purpose of hedging. Some exceptions to the plan’s investment
restrictions are granted to equity and fixed income mutual funds.
As long as a mutual fund remains in compliance with its own
prospectus with regard to investment restrictions it is deemed to be
in compliance with plan policy. All securities held in fixed-income
fund manager accounts must be rated no less than Baa3 or its
equivalent and each fund manager’s portfolio should have an

average credit rating that is A or better.

On December 8, 2003, the Medicare Prescrlptlon Drug,
Improvement and Modernization Act of 2003 (the Act) was
signed into law. The Act expanded Medicare to include, for the
first time, coverage for prescription drugs. Kerr-McGee expects
that this legislation will eventually reduce the cost associated with
its retiree medical programs. However, at this point, Kert-McGees
investigation into its options in response to the legislation is pre-
liminary and guidance from various governmental and regulatory

- agencies concering the requirements that must be met to obtain

these cost reductions, as well as the manner in which such savings
should be measured, has not yet been issued.

Because of various uncertainties surrounding Kerr-McGee’s
response to this legislation and the appropriate accounting
methodology for this event, the company has elected to defer
financial recognition of the impact of this legislation until the
FASB issues final accounting guidance. When issued, the final
guidance could require the company to change previously

" reposted information. This one-time deferral election is permit-

ted under FASB Staff Position No. 106-1, “Accounting and
Disclosure Requirements Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003.”

@ Employee Stock Ownership Plan

In 1989, the company’s Board of Directors approved a lever-
. aged Employee Stock Ownership Plan (ESOP) into which is paid

the company’s matching contribution for the employees’ conri-
butions to the Kerr-McGee Corporation Savings Investment Plan
{SIP). The ESOP was amended in 2001 to provide matching

contributions for the employees’ contributions made to the Kerr-

McGee Pigments (Savannah) Inc., Employees’ Savings Plan, a
savings plan for the bargaining-unit employees at the company’s
Savannah, Georgia, pigment plant (Savannah Plan). Most of the
company’s employees are eligible to participate in both the ESOP
and the SIP or Savannah Plan. Although the ESOP, SIP and

Savannah Plan are separate plans, matching contributions to the
ESOP are contingent upon participants’ contributions to the SIP
or Savannah Plan. Additionally, HS Resources had a savings plan
at the time of acquisition, which had only discretionary cash con-
wibutions by the employer. Kerr-McGee paid $1 million into this
plan in December 2001. Beginning January 1, 2002, the remain--
ing HS Resources employees became eligible to participate in the
Kerr-McGee ESOP and SIP

In 1989, the ESOP trust borrowed $125 million from a
group of lending institutions and used the proceeds to purchase
approximately three million shares of the company’s teasury
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stock. The company used the $125 million in proceeds from the
sale of the stock to acquire shares of its common stock in open-
market and privately negotiated transactions. In 1996, a portion
of the third-party borrowings was replaced with a note payable to
the company (sponsor financing), which was fully paid in 2003.
The third-party borrowings are guaranteed by the company and
are reflectéd in the Consolidated Balance Sheet as Long-Term
Deb (see Note 9).

The Oryx Capital Accumulation Plan (CAP) was a com-
bined stock bonus and leveraged employee stock ownership plan
available to substantially all U.S. employees of the former Oryx
operations. In 1989, Oryx privately placed $110 million of notes
pursuant 1o the provisions of the CAP. Oryx loaned the proceeds
to the CAP, which used the funds to purchase Oryx common
stock that was placed in a trust. This loan was sponsor financing
and does not appear in the accompanying balance sheet. The
remaining balance of the sponsor financing is $33 million at
year-end 2003. During 1999, the company merged the Oryx
CAP into the ESOP and SIP

The company stock owned by the ESOP trust is held in a
loan suspense account. Deferred compensation, representing the
unallocated ESOP shares, is reflected as a reduction of stockhold-
ers equity. The company’s matching contribution and dividends
on the shares held by the ESOP trust are used to repay the loan,
and stock is released from the loan suspense account as the prin-
cipal and interest are paid. The expense is recognized and stock
is then allocated to participants’ accounts at market value as the
participants’ contributions are made to the SIP. Long-term debr is
reduced as payments are made on the third-party financing, Divi-
dends paid on the common stock held in participants’ accounts are

also used to repay the loans, and stock with a market value equal
to the amount of dividends is allocated to participants’ accounts. |

Shares of stock allocated to the ESOP participants’ accounts
and in the loan suspense account are as follows:

(Thousands of shares) . T 2003 2002
Participants accounts ' 1,486 1,448
Loan suspense account 315 . 630

The shares in the loan suspense account at December 31,
2003, included approximately 5,000 released shares that were
allocated t participants’ accounts in January 2004. At December
31, 2002, the shares in the loan suspense account included approxi-
mately 6,000 released shares that were allocated to participants
accounts in January 2003. ' ‘

All ESOP shares are considered outstanding for net income
per-share calculations. Dividends on ESOP shares are charged to
retained earnings.

Compensation expense related to the plan was $33 million,
$19 million and $12 million in 2003, 2002 and 2001, respectively.
These amounts include interest expense incurred on the third-party
ESOP debt, which was not material for 2003, 2002 or 2001. The
company contributed $42 million, $27 million and $22 million
to the ESOP in 2003, 2002 and 2001, respectively. Included in
the respective contributions were $37 million, $19 million and
$12 million for principal and interest payments on the sponsor
financings. The cash contributions are net of $4 million, $5 mil-
lion and $4 million for the dividends paid on the company stock
held by the ESOP trust in 2003, 2002 and 2001, respectively.

@ Eamings Per Share

Basic earnings per share includes no dilution and is computed

" by dividing income or loss from continuing operations available

to common stockholders by the weighted-average number of
common shares outstanding for the period. Dilutéd earnings per
share reflects the potenttal dilution that could occur if security

interests were exercised or converted into common stock.
The following table sets forth the computation of basic and -

. diluted earnings per share for the years ended December 31,

2003, 2002 and 2001.

2003 2002 2001
) Income from Loss from Income from 3
(Millions of dollars, except per-share Continuing Per-share  Continuing Per-share  Continuing Per-share
amounts and thousands of shares) Operations Shares . Income Operations Shares Loss Operations Shares Income
Basic earnings per share - $254 100,145 $2.52 $(611) 100,330  $(6.09) $476 97,106 $4.91
Effect of dilutive securities: . .
5-1/4% convertible debentures 21 9,824 —_ — 22 9,824
Restricted stock ‘ - 897 — — — —
Employee stock options - 17 — — — 181
Diluted earnings per share $275 110,683 $2.48 $(611) 100,330  $(6.09) $498 107,111 $4.65

Not included in the calculation of the denominaror for diluted
earnings per share were 4,866,144, 4,688,853 and 2,219,858
employee stock options outstanding-at year-end 2003, 2002 and
2001, respectively. The inclusion of these options would have
been antidilutive since they were not “in the money” at the end
of the respective yeats. Since the company incurred a loss from
continuing operations for 2002, no dilution of the loss per share
would result from an additional 330,003 stock options that were
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“in the money” at year-end 2002 or the assumed conversion of the
convertible debentures, discussed below.

The company has reserved 9,823,778 shares of common
stock for issuance to the owners of its 5-1/4% Convertible Sub-
ordinated Debentures due 2010. These debentures are convert-
ible into the company’s common stock at any time prior to matu-
rity at $61.08 per share of common stock.




@ Condensed Consolidating Financial Information

In connection with the acquisition of HS Resources in 2001,
a holding company structure was implemented. The company
formed a new holding company, Kerr-McGee Holdco, which then
changed its name to Kerr-McGee Corporation. The former Kerr-
McGee Corporation's name was changed to Kerr-McGee Operating
Corporation. At the end of 2002, another reorganization took
place whereby among other changes, Kerr-McGee Operating
Corporation distributed its investment in certain subsidiaries
(primarily the oil and gas operating subsidiaries) to a newly
formed intermediate holding company, Kerr-McGee Worldwide
Corporation. Kerr-McGee Operating Corporation formed a
new subsidiary, Kerr-McGee Chemical Worldwide LLG; and
merged into it. :

On October 3, 2001, Kerr-McGee Corporation issued $1.5
billion of long-term notes in a public offering. The notes are
general, unsecured obligations of the company and rank in parity
with all of the company’s other unsecured and unsubordinated

indebtedness. Kerr-McGee Chemical Worldwide LLC (formetly -
Kerr-McGee Operating Corporation, which was previously the
original Kerr-McGee Corporation) and Kere-McGee Rocky l
Mountain Corporation have guaranteed the notes. Additdonally
Kerr-McGee Corporation has guaranteed all indebtedness of its
subsidiaries, including the indebtedness assumed in the purchase
of HS Resources. As a result of these guarantee arrangements,
the company is required to present condensed consolidating

" financial information. The top holding company is Kerr-McGee
Corporation. The guarantor subsidiaries include Kerr-McGee
Chemical Worldwide LLC in 2003 and 2002, its predecessor,
Kerr-McGee Operating Corporation in 2001, along with Kerr-
McGee Rocky Mountain Corporation in 2003, 2002 and 2001.

The following tables present condensed consolidating finan-

cial information for (a) Kerr-McGee Corporation, the parent
company, (b) the guarantor subsidiaries, and (c) the non-guaran-
tor subsidiaries on a consolidated basis.

Condensed Consolidating Statement of Operations for the Year Ended December 34, 2003

Kerr-McGee Guarantor Non-Guarantor
(Millions of dollars) Corporation Subsidiaries Subsidiaries  Eliminations ~ Consolidated
Revenues § — $694 $3,491 . yp— $4,185
Costs and Expenses )
Costs and operating expenses ) — 351 1,319 (2) 1,668
Selling, general and administrative expenses — 14 357 — 371
Shipping and handling expenses — 9 131 — 140
Depreciation and depletion — 122 623 — 745
Accretion expense- —_ 2 23 — .25
Impairments on assets held for use — S — 14 — 14
-Loss (gain) associated with assets held for sale — 1 (46) — (45)
Exploration, including dry holes and amortization . ’
of undeveloped leases — 15 339 — 354
“Taxes, other than income taxes — 25 73 — 98
Provision for environmental remediation and restoration,
net of reimbursements o — 31 31 — 62
Interest and debt expense 116 36 277 (178) 251
Total Costs and Expenses 116- 606 3,141 | (180) 3,683
(116) 88 350 180 502
Other Income {Expense) 506 9) 65 (621) (59)
Income from Confinuing Operations before Income Taxes 390 79 T 415 (441) - 443
Benefit (Provision) for Income Taxes . (189) 23 (171) 148 (189)
Income from Continving Operations 201 162 244 < (293) 254
Income (Loss) from Discontinued Operations, net of taxes — 12 (10) -~ (2) —
Cumulative E¥ect of Change in Accounting Principle, net of taxes — ()] (34) - {35)
Net Income $ 201 $113 $ 200 $(295) $ 219
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Condensed @@ms«»ﬁdaﬁmg Statement of pem{tﬁ@hs for the Year Ended December 34, 2002

Kerr-McGee Guarantor Non-Guarantor
(Millions of dollars) Corporation Subsidiaries Subsidiaries Eliminations ~ Consolidated
Revenues § . — $ 351 $3.554 . $ (259) $3,646
‘Costs and Expenses
Costs and operating expenses — 105 1,611 (260) 1,456
Selling, general and administrative expenses — 4 309. — 313
Shipping and handling expenses _ — 9 116 — 125
Depreciation and depledion — 121 693 — 814
Impairments on assets held for use . — 3 649 — 652
“Loss (gain) associated with assets held for sale — — 176 — 176
Exploration, including dry holes and amortization ’
of undeveloped leases — 12 261 — 273
Taxes, other than income taxes - —_ 16 88 — 104
Provision for environmental remed1auon and restoration, .
net of reimburséments : — — 80 — 80
Interest and debt expense 115 36 323 (199) 275
Total Costs and Expenses ) 115 306 4,306 (459) 4,268
| ' (115) 45 (752) 200 (622)
Other Income (Expense) - (438) 484 (127) 46 {35)
Income (Loss) from Continuing Operations before Income Taxes - (553) 529 (879) 246 (657)
[Benefit (Provision) for Income Taxes © 68 (26) 44 (40 46
Income (Loss) from Continuing Operations (485) 503 (835) 206 (611)
Income from Discentinued Operations, net of taxes — — 126 — , 126
Net Income {Loss) $(485) $ 503  $(709) § 206 $ (485)

Condensed Consolidating Statement of Operations for the Year Ended December 31, 2@@1

. Kerr-McGee Guarantor Non-Guarantor
(Millions of dollars) : ) - Corporation -~ . Subsidiaries Subsidiaries  Eliminations ~ Consolidated
Revenues ) $ — § 122 $3,790 § (357) $3,555
Costs and Expenses :

Costs and operating expenses — 47 1,574 (357) 1,264
Selling, general and administrative expenses — 69 159 — 228
Shipping and handling expenses . — 2 109 — 111
Depreciation and depletion — 57 690 — 747
Impairments on assets held for use : — — 76 — 76
Exploration, including dry holes and amortization )

of undeveloped leases — 15 195 — 210

Taxes, other than income taxes — 13 101 — 114

Provision for environmental remediation and restoration,

net of reimbursements ‘ , — 82 — — 82
Interest and debt expense 36 202 121 (164) 195
Total Costs and Expenses 36 487 3,025 (521) 3,027

, (36) (365) 765 164 528

Other Income 809 1,205 150 (1,940) 224
Income from Continuing Operations before Income Taxes 773 840 915 (1,7706) 752
Provision for Income Taxes . (287) (209) (362) 582 (276)
Income from Continuing Operations ' 486 631 553 (1,194) 476
Income from Discontinued Operations, net of taxes — — 30 — 30
Cumulative Effect of Changs in Accounting Principle, net of taxes — (21) 1 — (20)
Net Income , $ 486 $ 610 $ 584 $(1,194) $ 486
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Condensed Consolidating Balance Sheet as of December 31, 2003

) } . Kerr-McGee Guarantor Non-Guarantor
(Millions of dollars) Corporation Subsidiaries Subsidiaries  Eliminations  Consolidated
ASSETS ’
Current Assets , ’ : -
Cash : $ 2 $ — $ 140 - 3% — $ 142
Accounts receivable ; — 125 458. — 583
Intercompany receivables 795 (26) 2,110 (2,879) —
Inventories ‘ — 6 388 — 394
Deposits, prepaid expenses and other assets = 18 619 — 637
Current assets associated with properties held for disposal — — 1 — 1
Total Current Assets ' . 797 123 3,716 , (2,879)' 1,757
- Investments in and Advances to Subsidiaries. 3,949 519 (20) (4,448) —
“ Investments and Other Assets ‘ 10 96 538 (79 565
Property, Plant and Equipment - Net — 1,975 - 5,492 — 7,467
Goodwill ' , — 346 1 — 357
Long-Term Assets Assocliated with Properties
b Held for Disposal — — 28 — 28
Total Assets . $4756  $3,059  $9765  $(7.406)  $10,174
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities - ‘ :
Accounts payable ‘ $ 45 $ 81 $ 609 $ — . § 735
Intercompany borrowings 69 563 2,183 (2,815) —
Long-term debt due within one year — — 574 .- 574
Other current liabilities . 37 132 754 — 923
Total Current Liabilities ' - | 151 776 4,120 (2,815) 2,232
Investments by and Advances from Parent o - — 598 (598) —
Long-Term Debt . 1,829 — 1,252 — 3,081
Deferred Credits and Reserves ©) 678 1,555 @ 2,225
Stockholders’ Equity ' : 2,782 1,605 " 2,240 (3,991) 2,636

Total Liabilides and Stockholders’ Equity 84,756 $3,059 $9,765 $(7,400)  $10,174
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Condensed Consolidating Balance Sheet as of December 31, 2002

- Kert-McGee Guarantor Non-Guarantor
(Millions of dollars) . i ) ’ . Corporation Subsidiaries Subsidiaries Eliminations  Consolidated
ASSETS )
Current Assets . ‘
s Cash $ 3 $ — $ 87 $ — $ 90
= _ Accounts receivable — 73 535 — 608
Intercompany receivables o . 956 46 1,641 (2,643) —
Inventories ' o —_— 6 396 — 402
Deposits, prepaid expenses and other assets _ T — .60 75 2) 133
Current assets associated with properties held for disposal — — 57 — 57
b Total Current Assets ‘ ] 959 - 185 2,791 ° (2,645) 1,290
. Investments in and Advances to Subsidiaries 3,673 695. 80 {4,448) —
= Investments and Other Assets . 12 118 986 (81) 1,035
= , Property, Plant and Equipment - Net ‘ — 1,956 5,080 C— 7,036
ks Goodwill — 347 9 — 356
Long-Term Assets Associated with Pmpevﬁues
Held for Disposal ; : — — - 187 5 192
Total Assets $4,644  $3301  $9,133  $(7,169)  $9,909
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities '
R Accounts payable : . o $ 45 $ 78 $ 649 $ — $ 772
E Intercompany bortowings ‘ . 68 842 © 1,732 (2,642) —
- Long-term debt due within one year — — 106 — 106
= Other current liabilities 18 - 195 491 26 730
= Current liabilities associated with properties held for disposal — — 2 — 2
K Total Current Liabilities 131 1,115 2,980 (2,616) 1,610
: Long-Term Delst ' ‘ 1,847 — 1,951 — 3,798
. Investments by and Advances (ﬂmm Parent — — 729 (729) —
5 Deferred Credits and Reserves - 675 1,298 (24) . 1,949
; Long-Term Liabilities Associated with Pmperfcnes Held for Disposal - — 16 — 16
E Stockholders' Equity 2,666 1,511 2,159 (3,800) . 2,536
= Total Liabilities and- Stockholders’ Equity $4,644  $3301  $9,133  $(7,169)  $9.909
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Condensed QQWS@Hﬁdatﬁmg Statement of Gash Flows for the Year Ended December 34, 2003

. ) . Kerr-McGee Guarantor Non-Guarantor
(Millions of dollars) Corporation Subsidiaries Subsidiaries  Eliminations ~ Consolidated -
Cash Flow from Operating Activities v
Net income $201 . $113 $ 200 $(295) $ 219
Adjustments to reconcile o net cash provided by
operating activities — .
Depreciation, depletion and amortization - 127 687 — 814
Accretion expense v . — 2 23 — 25
‘ Deferred income taxes ‘ 6) (8) 170 — 156
- Dry hole costs - — — 181 — 181
Impairments.on assets held for use - — o 14 — 14
Gain associated with assets held for sate — — (39) — (39)
Cumulative effect of change in accounting principle — 1 34 — 35
" Equity in loss (earnings) of subsidiaries (227) 65 — 162 —
Provision for environmental remediation and
restoration, net of reimbursements — 31 31 — 62
(Gains) losses on asset retirements and sales - — 12) 11 — N
Noncash items affecting net income 1 34 109 — 144
Other net cash provided by (used in) operating activities 3 (157) 62 — (92)
Net cash provided by (used in) operating activides (28) 196 1,483 (133) 1,518
Cash Flow from Investing Activities
Capital expenditures —_ (129) (852) — (981)
Dry hole costs ’ — — (181 — (181)
Acquisitions — — (110) — (110)
Proceeds from sales of assets ' ) — 8 © 296 — 304
Other investing activities — — 17 — 17
Net cash used in 'mvestirig activities — (121) (830) — (951)
Cash Flow from Finzncing Activities
Issuance of long-term debt | — — 31 — 31
Increase (decrease) in intercompany notes payable / 226 (75) (152) 1 —
Repayment of long-term debt o (18) — (351) — (369)
Dividends paid - (181) — (134) 134 (181)
Other financing activities ' —_ —_ 1 (2 n
Net cash provided by (used in) financing activities 27 (75) (605) 133 (520)
Effects of Exchange Rate Changes on Cash and Cash Eguivalents S—_ — 5 — 5
| Net Increase (Decrease) in Cash and Cash Equivalents (1 — 53 — 52
| * - Cash and Cash Equivalents at Beginning of Year ‘ . 3 — 87 — 90
| " Cash and Cash Equivalents at End of Year . % 2 § — $ 140 $ — $. 142
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Condensed Consolidating Statement of Gash Flows for the Year Ended December 34, 2002

- Kerr-McGee Guarantor Non-Guarantor
(Millions of dollars) . Corporation Subsidiaries Sul?sidjaries Eliminations  Consolidated
Gash Flow from Operating Activities
Nert income (loss) © $(485) $ 503 $ (709 © § 206 $ ({185)
Adjustments to reconcile to net cash provided by
operating activities — '
Depreciation, depletion and amortization ’ — 124 760 — 884
Deferred income taxes —_— 9 (121) — (112) -
Dry hole costs — — 113 — 113
Impairments on assets held for use — 3 - 649 - = 652
Loss associated with assets held for sale — — 210 — 210
Equity in loss (earnings) of subsidiaries 465 - (25) — (440) —
Provision for environmental remediation and
‘ restoration, net of reimbursements ) — — 89 — 89
_ Gains on asset retirements and sales —_ — {110) - (110)
Noncash items affecting net income — (13) 113 — 100
Other net cash provided by (used in) operating activities (16) 328 {205) — 107
Net cash provided by {used in) operating activities (36) 929 789 (234) 1,448
Cash Flow from [nvesting Activities ~
Capial expenditures — (179) - (980) —  (L159)
Dty hole costs — — (113) — (113
Acquisitions — — (24) — (24)
Other investing activities — (639) 1,342 — 703
Net cash provided by (used in) investing activities —_— (818) 225 — (593)
Cash Flow from Fﬁnammg Activities
Issuance of long-term debt 350 — 68 — 418
Issuance of common stock 5 — L — — 5
Increase (decrease) in intercompany notes payable (135) (112) 248 (1) —
Decrease in short-term borrowings — — 8 - — . (8
Repayment of long-term debt — — (1,093) — (1,093)
Dividends paid ‘ (181) — (235) 235 (181)
Net cash provided by (used in) financing activities 39 (112) (1,020) 234 (859)
~ Effects of Exchange Rate Changes on Cash and Cash Equivalents — — 3 — 3
- Net Increase (Decrease) in Cash and-Cash Equivalents 3, (1) (3 — )
Cash and Cash Equivalents at Beginning of Year — 1 90 — 91
Cash and Cash Equivalents at End of Year $ 3 $ — $ 87 $ — $ 90
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Condensed Consolidating Statement of Cash Flows for the Year Ended December 34, 2001

-

Kerr-McGee Guarantor Non-Guarantor
{Millions of dotlars) Corporation Subsidiaries Subsidiaries  Eliminations ~ Consolidated ~
Cash Flow from Operating Activities :
Net income $ 486 $ 610 $ 584 $(1,194) § 486
Adjustments to reconcile to net cash provided by ‘
operating activities — ' .
Depreciation, depletion and amortization — 60 753 — 813
Deferred income taxes — 166 39 — 205
Dry hole costs — — 72 — 72
Impairments on assets held for use — — 76 - — 76
Cumulative effect of change in accounting principle — 21 (1) — 20
Equity in earnings of subsidiaries (520) (586} — 1,106 —
Provision for enyironmental remediation and :
restoration, net of reimbursements . | — 82 — — 82
~ Gains on asset retirements and sales — (3)- 9 — {12)
" Noncash items affecting net income — (222 33 — (189)
* Other net cash provided by (used in) operating activities (463) 656 " (700) 97 (410)
Net cash provided by (used in) operating activities {497) 784 847 9 1,143
Cash Flow from Investing Activities :
Capital expenditures — (95) (1,697) — (1,792)
Dry hole costs — — (72) — 72)
Acquisitions ™ (955} — (23) — (978)
Other investing activities — 6 (Y] — (55)
Net cash used in investing activities 955) (89) (1,853) — {2,897)
Cash Flow from Fﬁnamcimg Activities .
Issuance of long-term debt 1,497 - (10 1,026 — 2,513
Issuance of common stock — 32 — — 32
- Increase (decrease) in intercompany notes payable — 1,009 — {1,009) —
Increase (decrease) in short-term borrowings — (1 2 — )
Repayment of long-term debt — (586) (75) — (661)
Dividends paid (45) (1,128) — 1,000 ~ (173)
- Net cash provided by (used in) financing activities 1,452 (694) 953 )R 1,702
" Effects of Exchange Rate Changes on Cash and Cash Equivalents — — (1) — (1)
Net Increase {Decrease) in Cash and Cash Equivalents — 1 (54) — (53)
Cash and Cash Equivalents at Beginning of Year — 3 141 — 144
| $ — $ 4 $ 8 § — 8 9

Casth and Cash Equivalents at End of Year
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@ Reporting by Business Segments and Geographic Locations

The company has three reportable segments: oil and gas
exploration and production, production and marketing of tita-
nium dioxide pigment, and production and marketing of other

‘chemicals. The exploration and production unit explores for and

- produces oil and gas in the United: States, the United Kingdom

sector of the Nortch Sea'and China. Exploration efforts also extend
to Australia, Benin, Bahamas, Brazil, Gabon, Morocco, Western
Sahara, Canada, Yemen and the Danish and Norwegian sectors
of the North Sea. The chemical unit primarily produces and
markets dtanium dioxide pigment and has production facilities
in the United States, Australia, Germany and the Netherlands:
Other chemicals include the company’s electrolytic manufacrur-

ing and marketing operations and forest products treatment busi-
ness. Al of these operations are in the United States.-
Crude oil sales to individually significant customers totaled

'$446 million to BP PLC and subsidiaries (BP) in 2003; $408

million to Texon L. and $450 million to BP in 2002; and $408
million to Texon L.P. and $401 million to BP in 2001, In addi-
tion, natural gas sales totaled $103 million to BP and $782 mil-
lion to Cinergy Marketing &Trading LP (Cinergy) in 2003; $72
million to BP and $496 million to Cinergy in 2002; and $682
million to Cinergy in 2001. Sales to subsidiary companies are
eliminated as described in Note 1.

(Millions of dollass)

2003 - 2002 2001
Revenues - , .
Exploration and production $2,923 $2,450  $2,428
Chemicals - ) ' v
" Pigment 1,079 995 931
Other 183 201 196
Total Chemicals 1,282 1,196 1,127
' Toral $4,185 $3,646 $3,555
Operating profic (lbss) - .
Exploration and production $4,002 $ (140 $ 922
Chemicals - '
Pigment (13) 24 .22
Other (35) (23) (17)
Total Chemicals (48) 1 (39)
Total 934 - (139) - 883
Net interest expense (248) (270} (185)
Net nonoperating income (expense) (265) (248} 54
Benefit (pravision) for income taxes (189) 46 (276)
Discontinued operations, net of raxes - 126 30
Cumulative effect of change in accounting principle, net of taxes (38) - — 20)
Net income (loss) $ 219 $ (485) $ 486
Depreciation, depletion and amortization — :
Exploration and production" $ 678 © 8 758 ~$ 675
Chemicals — '
Pigment 1o 97 103
Other 18 20 17
Total Chemicals 128 117 120
~ Other 8 6 8
. Discontinued operations - . 3 . 10
Total $ 814 $ 884 $ 813

(1) Includes amortization of nonproducing leasehold costs thar is reported in exploration expense in the Consolidated Statement of Operations.
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{Millions of dollars) ‘ . 2003 ‘ 2002 2001

Capiral expenditures — B A

Exploration and production (excludes Gunnison lease of $83) -$ 869 $ 9883 $ 1,557

Chemicals — ' ' ' :
Pigment - ' 90 78 139
Other ' 7 8 14
Total Chemicals 97 86 153
Other - | | 5 - 58 . 15
Discon;inued operations - , — 27 67

Total ' ' g51 1,159 1,792

Exploration expenses —
" Exploration and production — :
Dry hole costs isd 113 72

Amortization of undeveloped leases 89 67 56
Other 204 93 82
Tow - 354 273 210
Toral capital expenditures and exploration expenses $ 1,338 $1,432 o $ 2,002
Total assets ~ ‘ : : :
Exploration and production oo $ 7,324 $7,030 $ 8,076
Chemicals ~ .
Pigment . 1,524 1,413 1,391
Other ] ) 212 ‘ 247 245
Total Chemicals C 1,733 1,660 1,636
Total ' \ 8,057 - 8,690 9,712
Corporate and other assets ' 117 ° 1,038 1,010
~ Discontinued operations . _ _ - 181 354
Total . ‘ ' $10,174 $9,909 $11,076
Revenues - ) »
U.S. operations $ 2,860 . $2,190 $ 2,125
International operations — v
North Sea - exploration and production o - 78L 936 935
China — exploration and production ' , 23 30 31
Other — exploration and-production : - 28 ‘ 39
Europe - pigment A 3138 - 294 258
Australia - pigment : 198 - 168 167
' 1,328 1,456 1,430
Total . $ 4,188 $3,646 $ 3,555
| Operating profic (loss) — ‘ '
| U.S. operations ‘ - ' $ 822 $ 322 § 647
International operations — ,
North Sea - exploration and production 383 (412) 318
" China - exploration and production ‘ il 7 6
Other - exploration and production : {88) (59) (66)
Europe - pigment 14 21 - (53)
Australia — pigment ’ , 30 24 31
| 332 6 236

Total L $ 954 $(139)  § 883
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(Millions of dollars) ‘ 2003 2002 2001

- Net property, plant and equipment —

- U.S. operations _ : $5,024 $4,631 $4,483
y International operations — : .

- North Sea - exploration and production 1,874 1,912 2,427

: China < exploration and production ' 16% 115 93

Other — exploration and production’ -4 13 27

Europe — pigment 304 255 226

Australia - pigment 102 110 122

_ ' - 2,448 2,405 - 2,895

Toral : : . $7,487 $7,036 - $7,378

@ Costs Incurred in Crude 0ff and Natural Gas Activities

Total expenditures, both capitalized and expensed, for crude ment activities for the three years ended December 31, 2003, are
oil and natural gas property acquisition, exploration and develop-  reflected in the following table:
Property .
Acquisition Exploration Development
(Millions of dollars) . - ’ Costs'V) Costst? Costs® Total
2003 - .
United States $ 121 $357 $ 473 $ 951
b North Sea - ‘ 46 43 C55 144 '
E China 1 3l 45 77
= Other international " 1 49 — © 50
- Total finding, development and acquisition costs incurred 169 480 573 - 1,222
E Asset retirement costs'®) , 9 — 2 11
E ‘Total costs incurred .‘ $ 178 $480 § 575 $1,233
; 2002- ~ - . : ,
b United States ‘ $ 89 - $206 $ 426 $ 721
g North Sea 55 14 . 296 365
- China = _ — 14 16 30
3 Other international 2 44 — 46
j Total continuing operations 146 - 278 738 1,162
3 Discontinued operations -2 1 5 ' 8
3 Total costs incurred , ‘ $ 148 “ $279 $ 743 $1,170
; 2001 - L ‘ | : _
[ - United States $1,420 $225 § 457 $2,102
j* North Sea — .71 695 - 766
4 China A — 45 4 49
4 Other international 3 54 17 74
;{ Toral continuing operations ' 1,423 395 1,173 2,991
gop
b Discontinued operations . — 4 64 68
g Total costs incurred $1.423 $399 $1237 83,059
7 :

(1) Includes'$95 million, $69 million and $1.128 billion applicable to purchases of reserves in place in 2003, 2002 and 2001, respectively.
(2) Exploration costs include delay rentals, exploratory dry holes, dry hole and bottom hole contibutions, geological and geophyswal costs, costs of carrying a.nd retaining
i properties, and capital expenditures, such as costs of drilling and equipping successful exploratory wells. -
] (3) Development costs include costs incurred to obtain access to proved reserves (surveying, clearing ground, building roads), to drill and equip development wells, and
1o acquire, construct and install production facilities and improved-recovery systems. Development costs also include costs of developmentat dry holes.
(4) Asset retirement costs represent the noncash increase in property, plant and equipment recognized when initially recording a liability for abandonment obligations
(discounted) associared with the company’s oil and gas wells and platforms. Asset retirement costs are depleted on a unit-of-production basis over the useful life of the
related field. See further discussion in Note 1 regarding the 2003 adoption of FAS 143,
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@ Results of Operations from Crude Oil and Natural Gas Activities

The results of operations from crude oil and natural gas
activities for the three years ended December 31, 2003, consist of
the following: o
V Loss (Gainj
on Held for ) Results of
Production Depreciation, = Sale Properries Income Tax ~ Operations,
. (Lifting) Other  Exploration Depletion and Asset Expense Producing
(Millions of dollars) Revenues Costs Costs Expenses  and Accretion  Impairments (Benefit) Activities
2003 - v - -
United States - $1,775 $235 $149 $249 $400 Y $255 $ 491
North Sea ‘ ‘ 783 146 60 27 220 (15) 147 198
China 23 -5 8 19 2 (12) 1 —
Other international — — 6 59 1 —_ (22) (44)
Total crude oil and
natural gas activities 2,581 386 2230 354 623 (31) 381 645
Other@ 342 — 355 — 1 — (8) (16)
Total from contnuing . ] _ A
operations 2,923 386 578 - 354 634 (31) 373 629
Discontinued operations 6 1 2 — — 6 — (3)
Total’ $2,929 $387 $380 . $354 $634 $(25) $373 $626
2002 - ‘ ' 4 .
United States $1,367 - $254 - $106 $159 $389 g1 $116 $232
North Sea . 920 244 60 48 288 706 - - 33 (459
" China 30 10 5 5 3 — 2 5
Other international 29 7 14 61 — 5 1y (41)
Total crude oil and
natural gas activities 2,346~ 515 1850 273 680 822 134 (263)
Other® 104 — 105 — 10 — @) @
Total from cont'muihg ‘ .
operations 2,450 515 290 273 . 690 . 822 © 130 (270)
Discontinued operations 36 4 14 1 3 35 - 21
Total $2,486 - $519 '5304 $274 $693 $857 o $130 $(291)
2001 - '
United States - $1,402 $217 $ 69 $100 $331 $ — . $248 $ 437
North Sea : 922 207 61 29 273 47 120 185
- China l 30 10 5 6 4 — 2 3
- Other international 39 8 14 74 -7 — (21) (43)
Total crude oil and ' - .
narural gas activities 2,393 442 1491 209 - 615 47 349 582
Other @ : 35 — 39 1 4 — @ @y
Total from continuing . ‘ _
operations 2,428 442 188 . 210 619 47 342- 580
Discontinued operations - 72 7 17 i 10 — 17 20 . ‘
Total $2,500 $4{}9 $205 $211 $629 $ 47 $359 $ 600
(1) Includes transportation, general and adminisrative expense, and taxes other than income taxes associated with oil and gas producing activities.
{2) Includes gas marketing activities, gas processing plants, pipelines and other items that do not fit the definition of crude-vil and natural gas producing activities but have
been included above 1o reconcile to the segment presentations. .
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The table below presents the comparny’s average per-unit sales continuing operations for each of the past thrée years. Natural gas ' I
price of crude oil and natural gas and lifting costs (lease operating ' production has been converted to a barrel of oil equivalent based
expense and production taxes) per barre! of oil equivalent from on approximate relative heating value (6 Mcf equals 1 barrel).

2003 . 2002 2001
" Average price of crude oil sold (per barrel) — ‘ » ‘

United States . $26.14 $21.56 $22.05

North Sea 25.82 22.41 23.23

= China 29.66 - 24.84 21.94

v Other international - 20.28 - 1934

7] Averagel) 26.04 22.04 22.60

o Average price of natural gas sold (per Mcf) -

- ‘ United States _ $ 4.56 $ 3.04 $ 399

= North Sea 3.09 2.35 2.46

4 Averagem 4,37 2.95 3.83
= Lifting costs (per barrel of oil equivalent) - o

= United States $ 3.57 $ 3.64 $ 3.56

3 North Sea 4.52 5.64 5.03

e China 6.02 8.08 7.15

Other international — 5.05 4.54

Average. 3.90 445 4.20

and natural gas sold by $.55 and $.01 per Mcf, respectively.

(1) Includes the results of the company’s 2003 and 2002 hedging program, which reduced the average price of crude oil sold by $2.46 and $1.13 per barrel, respectively,

@ Capitalized Costs of Crude Off and Natural Gas Activities

Capitalized costs of crude oil and natural gas activities and the
related reserves for depreciation, depletion and amortization at the
end of 2003 and 2002 are set forth in the table below.

1 (Millions of dollars ' 2003 2002
:.‘ Capitalized costs — ‘
3 Proved properties $10,875 $10,442
: Unpreved properties 837 782
Other 375 361.
1 Toral ) 12,087 11,585
: Assers held for disposal 487 C 782
E Discontinued operations - 63
. Total : 3 12,554 12,430
74 ' Reserves for depreciation, depletion and amortization —
3 Proved properties 8,403 5,384
Unproved-properties 206 155
Other 110 93
Toral 5,719 5,632
Assets held for disposal 439 746
] Discontinued operations - 17
' Toral 8,158 6,395
Net capiralized costs $ 6,396 $ 6,035




, W Crude 0fl, Condensate, Natumﬂ Gas Liguids and Natural Gas Net Reserves (Mnaudntecﬂ)

. The estimates of proved reserves have been prepared by the consolidated subsidiaries in Wthh cherc are significant minority
company’s geologists and engineers in accordance with the Securi- interests. Natural gas liquids and narural gas volumes are deter-
ties and Exchange Commission definitions. Such estimates include mined using a gas pressure base of 14.73 psia.
reserves on certain properties that are partally undeveloped and The following table summarizes the changes in the estimated
reserves that may be obtained in the future by improved-recovery quantities of the company’s crude oil, condensate, natural gas
operations now in operation or for which successful testing has liquids and natural gas proved reserves for the three years ended
been demonstrated. The company has no proved reserves attrib- - December 31, 2003:

utable to long-term supply agreements with governments or

Continuing Operations

’ Total
Crude O3l Condensate and Natural Gas hqmds . : Other  Continuing Discontinued
(Millions of barrels) United States ~ North Sea China International ~ Operations ~ Operations Total
Proved developed and undeveloped reserves — : ‘

Balance December 31, 2000 228 335 12 40 635 65 ©700.
Revisions of previous estimares 27 ) — 1 24 — 24
Purchases of reserves in place * 45 — — — 45 — 45
Sales of reserves in place’ (4) — — — 4) — 4)
Extensions, discoveries and other additions 49 74 25 — 148 — 148
Production - (28) (37) 2 2) (69) (3) (72)

Balance December 31, 2001 317 . 388 35 39 779 62 841
Revisions of previous estimares 8 (1on) 1 — (92) — (92)
Purchases of reserves in place 1 13 — — 14 — 14
Sales of reserves in place (62) (61) — (37) (160) (51) (211)
Fxtensions, discoveries and other additions : 6 1 — — -7 — 7
Production (29) (38) m (2) (70) (2) (72)

Balance December 31, 2002 241 - 202 35 — 478 9 487
Reévisions of previous estimares 7 7 2 . — ) 2 — 2
Purchases of reserves in place - 3 12, — — 15 — 15
Sales of reserves in place (16) — 3 — (19) 9 (28)
Extensions, discoveries and other additions 55 14 6 — 75 C— 75
Production - - 28) (26) (1) L — (55) — {55)

Balance December 31, 2003 - ' 262 195 39 — 496 — 496

Natural Gas (Billions of cubic feet)
Proved developed and undeveloped reserves — .

Balance December 31, 2000 1,325 467 — — 1,792 535 2,327
Revisions of previous estimates 35 2 — —_ 37 — 37
Purchases of reserves in place 1,050 5 — — 1,055 —_ 1,055

. Sales of reserves in place : ) — — T — (7) — )
Extensions, discoveries and other additions 737 76 — — 813 —_ 813

. Production (199) (23) — — (218) —_ (218)

Balance December 31, 2001 2,945 527 — — 3,472 535 4,007
Revisions of previous estimates (70 (7} — — ) — {77)
Purchases of reserves in place 17 16 — — 33 — 33
Sales of reserves in place . (76) 9) — - (85) (535) (620)
Extensions, discoveries and other additions 204 6 — — 210 — 210
Production (241) (37 — — (278) — (278)

Balance December 31, 2002 : 2,779 496 — — 3,275 — 3,275
Revisions of previous estimates X (10) 11 — — 1 — 1

* Purchases of reserves in place 57 30 — —. 87 — 87
Sales of reserves in place 77) — - — 77 — a7)
Extensions, discoveries and other additions 152 8 — — 160 .= 160
Production : (230) (35) — — (265) — (263)

Balance December 31, 2003 2,671 510 — C 3,181 — 3,181
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Continuing Operations

. Total
Crude Oil, Condensate and Natural Gas Liquids . . Other  Contnuing Discontinued
(Millions of barrels) United States ~ North Sea China International ~ Operations  Operations Toral
. Proved developed reserves — - :
Decemnber 31, 2001 206 248 o2 11 467 11 478
December 31, 2002 - 147 130 2 — 279 284
December 31, 2003 122 125 — — 247 — 247
Natural Gas 6Billions of cubic feet)
Proved developed reserves - .
December 31, 2001 1,741 208 - = 1,949 13 1,962
December 31, 2002 1,658 168 — — 1,826 — 1,826
December 31, 2003. 1,502 113« — — 1,615 — 1,615

“The following presents the company’s barrel of oil equivalent proved developed and undeveloped reserves based on approximate

heating value {6 Mcf equals 1 barrel).

Continuing Operations
Toral
i : . ~ Other  Continuing Discontinued
Barrels of Oil Equivalent (Millions of barrels) United States ~ North Sea China International ~ Operations  Operations Toral
" Proved developed and undeveloped reserves — »

Balance December 31, 2000 _449 433 12 40 934 154 1,088
Revisions of previous estimates 33 . {4) — 1 30 — 30
Purchases of reserves in place 219 1 - — 220 — 220

" Sales of reserves in place (5) — — — 5) — (5}
Extensions, discoveries and other additions 172 87 25 — 284 . — 284
Production (60) (41) - )] 2 (105) 3) (108)

Balance December 31, 2001 808 476 35 39 1,358 151 1,509 -
Revisions of previous estimates (4) {(102) 1 — “(105) — - (105)
Purchases of reserves in place 3 16 — — 19 — 19
Sales of reserves in place (74) (63) — (37 (174) (140) (314)
Extensions, discoveries and other additions 40 2 — — 42 — 42
Production (69) (44) (1) (2) (116) (2) (118)

Balance December 31, 2002 704 285 35 — 1,024 9 1,033
Revisions of previous estimates 5 (5) 2 — 2 — 2
Purchases of reserves in place 12 17 — — 29 — 29
Sales of reserves in place 29) — (3) — (32) )] 41
Extensions, discoveries and other additions 81 . 15 6 — 102 — 102
Production - (66) (32 (1) — 99) — 99)

Balance December 314, 2003 707 280 39 — 1,026 — 1,026

Continuing Operations
Total
) Other  Continuing Discontinued

(Millions of equivalent barrels) United States North Sea China Ipternational Operatons - Operations Total
Proved developed reserves —

December 31, 2001 496 .283 : 2 11 792 13 805

December 31, 2002 423 158 2 — 583 5 588

December 31, 2003 . 372 144 — — 516 — 516
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8% Standardized M@asuve of and Reconciliation of Changes in Discounted- Future Net Cash Flows (Unaudated)

The standardized measure of future net cash flows presented
in the following table was computed using year-end prices and costs
and a 10% discount factor. The future income rax expense was
computed by applying the appropriate year-end statutory rates, with
consideration of future tax rates already legislated, to the future pre-
tax net cash flows less the tax basis of the properties involved. How-
ever, the company cautions that actual future net cash flows may .
vary considerably from these estimates. Although the company’s

estimates of total reserves, development costs and production rates
were based on the best information available, the development and
production of the o1l and gas reserves may not occur in the periods
assumed. Actual prices realized, costs incurred and producrion
quantities may vary significantly from those used. Therefore,
such estimated future net cash flow computations should not be
considered to represent the company’s estimate of the expected
revenues or the current value of existing proved reserves.

Standardized
. Measure of
Future Future Future : 10% Discounted
Cash Production  Development Future Future Net Annua Furure Net
{Millions of dollars) Inflows Costs Costs?  Income Taxes Cash Flows Discount Cash Flows
2003 i - )
United States $23,850 $5,002 $2,067 $5,467 $11,314 $4,721° $6,593
North Sea 7,770 2,437 790 - 1,552 2,991 970 2,021
China 1,114 306 130 178 500 208 292
Toral $32,734 $7.745 $2,987 $7,197  $14,805 $5,899  $8,9061
2002 ' A
United Scates $17,195 $4,909 $1,642 $3.372 $ 7,272 $2,951 $4,321
North Sea 7,332 1,484 - 602 1,887 3,359 923 2,436
China 1,052 - 280 154 162 456 214 242
Total continuing operations 25,579 6,673 2,398 5,421 11,087 4,088 6,999%
Discontinued operations o224 84 11 34 -9 32 63
Total $25,803 $6,757 $2,409 $5,455 $11,182 " $4,120 $7,062
2001 T '
United States $12,126 $3,952 $1,851 $2,007 $ 4,316 $1,937 $2,379
Notth Sea 8,348 2,950 855 1,155 3,388 1,216 2,172
China _ - 541 255 143 40 103 62 41
Other international ‘ 535 236 104 58 . 137 67 - 70
" Total continuing operatioris 21,550 7,393 2,953 3,260 7,944 3,282 - - 4 662(3)
Discontinued operations 2,440 748 326 497 869 543 T 326
Total $23,990 $8,141 $3,279 $3,757  °$ 8,813 $3,825 "$4,988

(1) Future cash inflows from sales of crude oil and natural gas are based on average year-end prices of $29.05, $28.61 and $17.52 per barrel of oil and $5.77, §3.63 and $2.31

per Mcf of natural gas for 2003, 2002 and 2001, respectively.

(2) Future abandonment costs, net of anucxpated salvage values, for 2002 and 2001 have been classified in future development costs (rather than production costs) to

conform with the current year presentation.

(3) Estimated future net cash flows before income tax expense, discounted at 10%, totaled approximately $13.2 billion, $10.3 billion and $6.5 billion, for 2003, 2002 and

2001, respectively.
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The changes in the standardized measure of future net cash
flows are presented below for each of the past three years:

(Millions of dolfars) . . , 2003 - 2002 - --2001 -
Net change in sales prices and production costs ‘ $ 3,308 $ 6,870 $(5,879)
Sales revenues less production costs o (2,383) (1,795) {1,904)
Purchases of reserves in place 344 243 1,117

- ‘ Extensions, discoveries and other additions - , 1,183 347 1,232

5 Revisions in quantity estimates 63 (1,433) .7 168
Sales of reserves in place (255) (1,9200 (87) -
Current-period development costs incurred 573 743" 1,237
Changes in estimated future development costs (472) (209) (639)
Accretion of discount - 1,033 701 1,093
Change in income taxes : (978) (1,336) 1,689
Timing and other - ) . ‘ (572) - . (137) 265)

- Net change . 4,844 2,074 (2,238)

= Total at beginning of year - 7,062 4,988 7,226

Total at end of year o $ 8,908 ©$ 7,062 $ 4,988

@ Quarterly Financial Information (Unaudited)

A summary of quarterly consolidated tesults for 2003 and average-of stock issued and the anti-dilutive effect of convertible
2002 is presented below. The quarterly per-share amounts do debentures in certain quarters.
not add to the annual amounts due to the effects of the weighted

_ Income - Income (Loss) from Continuing-
b ’ (Loss) from Net Operations per Common Share
i Oénerating ' Continuing Income - -
{Millions of dotlars, except per-share amounts) Revenues ,  Profit (Loss) Operations (Loss) Basic Diluted
2003 Quarter Ended - : . .
March 31 $1,100 - $270 $ 104 $ 70 . $1.04 $ .99
June 30 o 1,052 250 ) 70 70 70 ’ 068
September 30 . 1,006 226 29 29 229 29
December 31 1,027 208 51 - 50 50 .50
Total $4,185 $954 - $254 $ 219 $2.52 $ 248
§ 2002 Quarter Ended - ' . _
: March 31 $ 791 $ 111 $ @ $ 6 $ (02) $ (.02)
June 30 : 926 56 (178) (58) - (177 (1.77)
September 30 965 182 (87) 87) (.86) (.86)
December 31 964 (488) (344) (346) (3.43) (3.43)
Total ) ’ $3,646 $(139) $(611) $(485) $(6.09) $(6.09)
4 ‘ The company’s common stock is listed for trading on the Oryx and HS Resources owners who have not yet exchanged their
4 New York Stock Exchange and at year-end 2003 was held by stock. The ranges of marke prices and dividends declared during
; approximately 24,500 Kerr-McGee stockholders of record and the last two years for Kerr-McGee Corporation are as follows;
1 :
e
j Mér}{ct Prices }
. —— Dividends
5 2003 - 2002 ‘per Share
. : ) Migh tow High Low 2003 2002
- Quarter Ended —
] March 31 ) $44.90 $37.82 $63.29 - $30.72 $.45 $.45
E June 30 E 48.59 39.80 63.58 52.80 45 45
September 30 . ' 45.50 4108 5390  -39.10 45 45
R : December 31 47.20 40.10 47.51 38.02 45 45
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Ten-Year Financial Summary

{Millions of dollars, except per-share amounts) 2003 2002 2001 2000 . 1999 1998 1997 1996 1995 1994

Summary of Net Income {Loss) -
Revenues $ 4,185 - $3,646 $ 3,555 $4,063 $2,712 $2233 $2,651 $2,779 $2,462 $ 2,389
. Costs and operating expenses 3,432 3,993 2,832 2,651 2,314 2,626 2,059 2,162 2,343 2,203
' Interest and debt expense 251 275 195 208 191 159 141 145 194 210
Total costs and expenses 3,683 4,268 3,027 2,859 2,505 2,785 2,200 2,307 2,537 2,413
502 (622) 528 1,204 207 (552) 451 472 (75) (24)
Other income (expense) (59) (35) 224 50 36 -40 81 109 146 15
Benefit (provision) for income taxes (189} 46 (276) (437) (103 ~ 173 (183) (224) 4] (14)
- Income (loss) from . .
continuing operations 284 (611) 476 817 138 (339) 349 357 112 (23)
Income from discontinued operadons - 126 30 25 8 271 35 57 25 47
Extraordinary charge - — — - = — 2) — (23) (12)
Cumulative effect of change in . ,
accounting principle (38) — (20) — () B — — — — (948)
Net income (loss) $ 212 $(485) $ 486 $ 842 $ 142 $§ (68) $ 382 $ 414 § 114 $ (936)
" Effectlve Income Tax Rate 42.7% (7.00% 36.7% 34.8%  43.2% (33.8)% 34.4%  38.6% - 57.7% NM
'f Commen Steclk [nformation, o ‘ .
,r per Shave
' Diluted net income (loss) — .
f Continuing operations $ 248 $(6.09 $ 465 $ 813 $ 1.60 $(3391) $ 400 $ 403 $ 125 § (26
' Discontinued operations . - 1.25 28 24 09 3.13 40 65 28 53
i Extraordinary charge - — — — — —_ — (.02) — (.26) (.14)
| Curmularive effect of ) ,
; accounting change (-31) — (.19) — (.0%) — — —_ —  (10.82)
| ‘
‘ Net income (loss) $ 247 $(4.84) § 474 $ 837 $ 164 $ (78 $ 438 $ 468 § 1.27 $(10.69
| Dividends declared ] $ 180 $18 $ 18 $180 $ 18 $ 180 $ 180 $ 1.64 $ 155 $ 1.52
Stockholders’ equity 23.79 23.01 28.83 25.01 17.19 15.58 17.88 14.59 12.47 12.33
Market high for the year 48.59 63.58 74.10 71.19 62.00 73.19 75.00 74.13 64.00 51.00
Markert low for the year 37.82 38.02.  46.94 39.88 28.50 36.19 55.50 55.73 44.00 40.00
Market price ar year-end $48.49 84430 8 54.80 $66.94 $62.00 §3825 $63.31 §$72.00 $63.50 $ 46.25
Shares outstanding at ’
year-end (thousands) 100,860 100,384 100,185 94485 86,483 86,367 86,794 87,032 89,613 90,143
Balance Sheet Information - ) .
Working capital -§ (478) $(3200 $ 193 $ (34 $ 321 $(173) § — . § 161 $§ (106) § (254)
Property, plant and equipment—net 7,467 7,036 7,378 5,240 3,972 4,044 3,844 3,658 3,780 4,493
Total assets . 10,174 9,909 11,076 7,666 5,899 5,451 5,339 5,194 5,006 5,918
Long-term debt 3,081 3,798 T 4,540 2,244 2,496 - 1,978 1,736 1,809 1,683 2,219
Total debr 3,655 3,904 4,574 2,425 2,525 2,250 1,766 1,849 1,938 2,704
Tortal debr less cash 3,513 3,814 4,483 2,281 2,258 2,129 1,574 1,719 1,831 2,612
Stockholders’ equity - 2,636 2,536 3,174 2,633 '1,492 1,346 - 1,558 1,279 1,124 1,112
Cash Flow Information '
Net cash provided by . . C '
operating activities 1518 1448 1,143 1,840 708 418 1,114 1,144 732 693
Capital expenditures ' 981 1,159 1,792 842 528 1,006 851 829 749 622
Dividends paid ©o181 181 173 166 138 86 85 83 79 79
Treasury stock purchased $ - 5 — 5 — 8 — & — § 25 % 60 $ 195 § 45 § —
Ratics and Percentage . : ,
Current ratio R:] .8 1.2 1.0 1.4 .8 1.0 1.2 9 .8
Average price/earnings ratio 18.9 NM 12.8 6.6 27.6 NM 14.9 13.9 425 NM
Total debt less cash to . ‘ -
total capitalization ' 57% 60% 59% 46% . 60% 61% .  50% . 57% 62% 70%
Employees
Total wages and benefits $ 541 0§ 412§ 369 $ 333 $ 327 $-359 $ 367 $ 367 $ 402 $ 422

Number of employees at year-end 3918 4470 4638 4426 3,653 4400 4792 4827 5176 6,724
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Ten-Year Operating Summary

2003 2002 2001 2000 1999 1998 - 1997 1996 . 1995 1994
Exploration and Production
Net production of crude oil
and condensate — (thousands
of barrels per day) ’ :
] United States 18.5 81.3 77.7 737 79.3 66.2 70.6 73.8 74.8 73.4
b North Sea 71.6 102.8 1019 . 1177 - 1029 87.4 83.3 86.5 91.9 88.7
b= . China : 24 33 3.8 4.5 5.2 7.6 8.7 .37 — —
- . Other international - 3.9 5.5 4.5 4.3 5.7 7.0 11.2 164 264
Total 15802 1913 1889 2004 1917 1669 1696 1752 1831 1885
Average price of crude oil sold
(per barrel) -
' United States $26.14  $21.56  $22.05 $27.50 $16.90 $12.78 31845 31956 $1578  $14.25
North Sea 25.82 2241 23.23 - 2792 17.88 12.93 18.93 19.60 16.56 15.33
China . 29.66 24.84 21.94 27.54 15.23 1'L79 17.71 19.53 — —
y Other international —_ 20.28 19.14  24.55 12.99 7.23 '12.60 14.53 14.91 14.58
Average ‘ $26.04 $22.04 $22.60 $27.69 .$17.30 $12.63 $18.40 $19.26 $16.10  $14.80
‘ Natural gas salés‘ (MMcf per day) 726 760 596 531 580 584 - 685 781 809 872
- i Average price of natural gas sold ' ‘ .
- » (per Mcf) $437 $295 $38 $387 $238 S$213 $244 $211 $1.63 $ 182
- Net exploratory wells drilledV) - ‘ '
- . Productive 8.7 48 2.4 1.3 1.7 4.4 7.7 6.9 47 11.6
— Dry 17.0 17.2 114 - 105 3.8 144 7.4 5.5 11.2 13.5
o Total 287 220 138 118 55 188 151 124 159 251
Net development wells drilled” ~
. ' “Productive . 244.4 196.3 128.6 47.8 46.2 62.3. 95.8 143.3 135.9 69.3 .
. - Dry i1 1.4 6.6 A5.4 5.9 9.0 70 © 131 11.9 9.6
= Total 2685 1977 1352 532 su1 713 1028 1564 1478 789
: Undeveloped net acreage
i (thousands)(t) - i . : .
~: - United States 2,884 2,399 2,382 2,020 1,560 1,487 1,353 1,099 1,280 1,415
- North Sea 389 871 932 923 861 908 523 560 570~ 629
b China . 1,488 1,046 917 961 346 1,481 2,183 . 925 341 282
5 Other international 47,478 41,514 50,450 25,117 18,693 13,235 12,447 3,631 3,690 7,212
- Total 51,818 45830 54,681 29021 21460 17,111 16506 6215 5881 9,538
— . Developed net acreage
(thousands)¥ — ' ' .
- United States 1,352 1,266 1,192 729 796 810 830 871 1,190 1,270
= North Sea 136 109 149 115 . 105 115 70 79 58 68
China . — 17 17 17 19 19 19 19 19 19
Other international . —_ 1 639 639 766 593 182 179 188 996
‘‘‘‘ Total : 1,488 - 1,393 13997 1,500 1,686 1,537 1,101 1,148 - 1,455 2,353

Estimared proved reserves‘!) - o
(millions of equivalent barrels) 1,026 1,033 1,509 1,088 920 901 892 849 864 1,059

Chemicals
Titagium dioxide pigment ) . '
producnon (thousands of tonnes) 83z . 508 483 480 - 320 284 168 155 154 148

(1) Tncludes discontinued operations.
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sharvehoider and investor

Stock Exchange Listing
Kerr-McGee common stock is listed on the New
York Stock Exchange under the ticker symbol KMG.

2004 Annual Meeting

Kerr-McGee’s annual meeting will be held ac 9 a.m.
Central Time on May 11, 2004, in the Robert S. Kerr
Auditorium at Kerr-McGee Center in Oklahoma Cigy.

Shareholder Assistance

Contact UMB Bank, N.A., of Kansas City, Missouri,
at (877) 860-5820 or (800) 884-4225 toll-free in the
U.S. and Canada for assistance with:

- Direct deposit of cash dividends

Direct stock purchase and dividend
reinvestment plan

Transfer of stock certificates

Replacement of lost or destroyed
stock certificates and dividend checks

Sharehoider information and Publications
Conract the Office of the Corporate Secretary ac
(800) 786-2556 toll-free in the U.S. and Canada for
general information and assistance or to request the
company’s annual report on Form 10-K and quarterly
reports on Form 10-Q, as filed with the U.S.
Secutities and Exchange Commission, and the
company’s annual report.

Information also is available on the company’s web-
site, including webcasts of conference calls discussing
quarterly financial and operating results.

Direct Purchase and Dividend
Reinvestment Plan

This plan allows sharcholders to buy Kerr-McGee
common stock directly from the company and to
reinvest quarterly dividends in additional shares. The
company pays all fees and commissions for these serv-
ices. For a prospectus, please call (800) 786-2556 toll-
free in the U.S. and Canada.

Investor Information

Shareholders, security analysts and other

interested parties may direct inquiries to Richard

C. Buterbaugh, Vice President of [nvestor Relations,
at (866) 378-9899 toll-free in the U.S. and Canada.

Transfer Agent and Registrar

UMB Bank, N.A.

Securities Transfer Division

Post Office Box 410064

Kansas City, MO 64141-0064

Telephones: (877) 860-5820 and (800) 884-4225
toll-free in the U.S. and Canada

Corporate Headquarters
Kerr-McGee Corporation
Kerr-McGee Center

123 Robert S. Kerr Avenue
Oklahoma City, OK 73102

Mailing address:
Post Office Box 25861
Oklahoma City, OK 73125

Telephone: (405) 270-1313

Website: www.kerr-mcgee.com

Forward-Looking Information

Statements in this annual report regarding the company’s or management’s intentions, beliefs or expecta-
tions, or that otherwise speak to future events, are “forward-looking statements” within the meaning of the U.S.
Private Securities Litigation Reform Act of 1995. These forward-looking statements include those statements
preceded by, followed by or that otherwise include the words “believes,” “expects,” “anticipates,” “intends,”
“estimates,” “projects,” “target,” “budget,” “goal,” “plans,” “objective,” “outlock,” “should” or similar words. In
addition, any statements regarding possible commerciality, development plans, capacity expansions, drilling of
new wells, ultimate recoverability of reserves, future production rates, future cash flows and changes in any of
the foregoing are forward-looking statements. Future results and developments discussed in these statements
may be affected by numerous factors and risks, such as the accuracy of the assumptions that underlie the state-
ments, the success of the oil and gas exploration and production program, drilling risks, the market value of
Kerr-McGee’s products, uncertainties in interpreting engineering data, demand for consumer products for
which Kerr-McGee’s businesses supply raw materials, the financial resources of competitors, changes in laws and
regulations, the ability to respond to challenges in international markets (including changes in currency
exchange rates), political or economic conditions in areas where Kerr-McGee operates, trade and regulatory
matters, general economic conditions, and other factors and risks identified in the Risk Factors section of the
company’s Annual Report on Form 10-K and other U.S. Securities and Exchange Commission (SEC) filings.
Actual results and developments may differ materially from those expressed or implied in this annual report.

The SEC permits oil and gas companies, in their filings with the SEC, to disclose only proved reserves.
We use certain terms in this annual report, such as “probable reserves,” which the SEC's guidelines stictly
prohibit us from including in filings with the SEC. Investors are urged to consider closely the disclosures and risk
factors in our Forms 10-K and 10-Q), File No. 1-16619, available from Kerr-McGee’s offices or website,
www.kerr-megee.com. These forms can also be obtained from the SEC by calling 1-800-SEC-0330.
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